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A SYMPOSIUM ON GOVERNMENT 
CONTRACT LAW 


FOREWORD 


No business in the United States can afford to ignore the impact of 
government purchasing or procurement. Even firms that never ex- 
pect to be party to any government prime or subcontract feel the 
economic effect of government buying and the consequences of 
statutory or administrative controls applied to these transactions. 

During fiscal 1956, United States Government procurement actions 
or contracts of the Defense Department alone totaled 4.5 million, or a 
figure greater by a quarter of a million than the number of business 
concerns in the country. For 1957 it is expected that $20 billion will 
be spent by the Defense Department alone for millions of items of 
hardware, construction, research or development. When the pro- 
curement by the Atomic Energy Commission, the General Services 
Administration, Interior Department, Agriculture Department, Vet- 
erans Administration and other civilian agencies is added, the picture 
takes on even more gigantic dimensions. As a result of the great ex- 
pansion of federal activities, and especially of defense needs, govern- 
ment procurement is big business; in fact it is the biggest business 
there is. 

In spite of constant public and private efforts toward simplification, 
government contracting is, and likely always will be, a complex busi- 
ness. When it is recognized that legal precedents arising out of prob- 
lems stemming from the smallest government contract may and often 
do establish the law for similar matters regardless of dollar amount, 
the potential importance of the lawyer in this field comes into sharper 
focus. Adequate legal provisions in anticipation of problems to pre- 
vent their arising or to provide an advance solution are essential to ef- 
fective satisfaction of government needs and equally important to 
protection of the contractor’s position. 

Before World War II, government contract law was found in a 
few classic Supreme Court decisions, but for the most part in Comp- 
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troller General and Court of Claims decisions interpreting or perhaps 
adding meaning to Revised Statute § 3709. A heterogeneous group 
of unrelated restrictive statutes also applied to specific agencies and to 
particular topics. Since World War II, development of the legal 
framework for procurement, consisting of statutes, regulations and 
decisions has followed a more coherent and coordinated pattern; first 
to streamline procurement to meet active war needs, and later, to 
adapt procedures to a permanent peacetime economy. Of greatest 
significance in these steps are Title II of the First War Powers Act, 55 
Strat. 839 (1941), 50 U.S.C.App. § 611 (1952), and Executive Order 
No. 9001, 6 Fep.Rec. 6787 (1941); the Contract Settlement Act of 
1944, 58 Srar. 649, 41 U.S.C. § 101 et seg. (1952); the Armed Services 
Procurement Act of 1947, 62 Srat. 21 (1948), 41 U.S.C. § 151 et seq. 
(1952); the Federal Property and Administrative Services Act of 
1949, 63 Srar. 393, 41 U.S.C. § 251 et seq. (1952); and the Armed 
Services Procurement Regulations and Regulations of the General 
Services Administration. The Government has decentralized the 
bulk of its purchasing operations, setting up purchasing offices at 
over 1000 locations throughout the country—in fact throughout the 
world. Standard articles and forms have been developed for various 
types of transactions. The complexities, however, of standard 
articles, legislative enactments and administrative regulations, all 
against a background mixing private commercial law and government 
public law, challenge the greatest skill of the legal profession. 

The selected studies in this symposium are typical of outstanding 
problem areas of immediate or expected significance to the legal pro- 
fession. They are not presented as a comprehensive treatment of the 
law of government contracts. In fact, many equally important topics 
are not included, such as “Disputes and Appeals,” “Additional or 
Extra Compensation,” “Government-Furnished Property,” “Mistakes 
in Bids,” “Special Facilities,” “Terminations for Convenience and 
Default.” It is hoped that the topics covered will stimulate jnterest in 
the subject and assist in a better understanding of the opportunities for 
service by the legal profession in this field. 


John A. Mclntire* 


* Special Advisory Editor to this symposium. Professor MclIntire’s positions as a 
government lawyer and concurrently as a professorial lecturer in government contract 
law at the University, and formerly as the Faculty Editor of the Law Review, have 
made his assistance invaluable. His considerable contributions to this issue include 
the article infra, Authority of Government Contracting Officers: Estoppel and Ap- 
parent Authority—Epitor’s Nore. 














THE GOVERNMENT VERSUS THE FIVE-PER- 

CENTERS: ANALYSIS OF REGULATIONS 
GOVERNING CONTINGENT FEES IN 

GOVERNMENT CONTRACTS 


Paul A. Barron* and William Munves** 


I. INTRODUCTORY 


ECURRINGLY, the public eye has been focused on the “in- 
fluence peddler” whose unwholesome blandishments induce 
unwary or perhaps overanxious business enterprises, usually small 
business concerns, to employ their services to obtain government con- 
tracts. Because this “operator” has frequently employed the contin- 
gent fee arrangement as a device to attract clients who perhaps could 
not afford the expense of a salaried representative, it was thought by 
some that the panacea for the entire problem of improper influence 
in obtaining government contracts was simply to outlaw the pay- 
ment of contingent fees. This, supposedly, would eliminate the 
predatory evil of the “influence peddler.” 

However, since the commission or contingent fee was a customary 
and traditional method of compensation, extensively utilized by many 
business firms selling to the Government, it was early recognized that 
its complete ban would seriously affect both the legitimate operations 
of many concerns doing business with the Government and the 
ability of the Government to meet its vital procurement objectives. 

The contractual prohibition against contingent fees, as it evolved 
and is now used in all government contracts, represents the effort 
to condemn the use of the contingent fee in the area of greatest 
potential abuse, without prejudice, however, to its employment where 
legitimate and appropriate. 





* Chief Counsel, Personal Property Division, General Services Administration— 
Office of General Counsel; Chairman, GSA Task Force for Review of Government 
Procurement Policies and Procedures; Senior Editor, Federal Bar Journal. LL.B. 
1941, Boston University. Admitted to the bars of Massachusetts and the U. S. 
Supreme Court. 

** Assistant General Counsel (Procurement), Dept. of the Air Force; member, 
Armed Services Procurement Regulation Committee. B.A. 1932, City College of 
New York; J.D. 1936, New York University; LL.M. 1950, The George Washington 
University. Admitted to the bar of New York. 
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Under the clause, the contractor warrants that he has not em- 
ployed or retained any person or organization to obtain the contract 
on a commission or other contingent compensation, except a “bona 
fide employee” or a “bona fide established commercial or selling 
agency maintained by the Contractor for the purpose of securing 
business.” + This clause is known as the “Covenant Against Contin- 
gent Fees.” * 


Throughout the evolution and development of the clause, it has 
been, as we shall see, the subject of varying interpretations. This 
article describes its required use, explains its origin and evolution and 
examines the various interpretations it has been given. The primary 
purpose of this article, however, is to analyze and explain the sig- 
nificance of a basic government regulation® dealing with the use 
and administration of the Covenant, in terms of this background and 


history. 





1The prescribed forms of the covenant are as follows: (§4, GSA Reg. 12, 44 
C.F.R. § 150.4 (Supp. 1956) cited in note 30 infra) : 


150.4 Required Use of the Covenant. Executive agencies shall include in 
every negotiated or advertised contract a “covenant against contingent fees” 
substantially as follows: 


(a) In contracts for the purchase by the Government of real property, personal 
property or services, and contracts for the construction or repair of public 
buildings or works... . 

“The Contractor warrants that no person or selling agency has been 
employed or retained to solicit or secure this contract upon an agreement 
or understanding for a commission, percentage, brokerage, or contingent 
fee, excepting bona fide employees or bona fide established commercial or 
selling agencies maintained by the Contractor for the purpose of securing 
business. For breach or violation of this warranty the Government shall 
have the right to annul this contract without liability or in its discretion 
to deduct from the contract price or consideration the full amount of such 
commission, percentage, brokerage, or contingent fee.” 


(b) In contracts for the sale of Government-owned real or personal prop- 
a, 
“Purchaser warrants that no person or agency has been employed or 
retained to solicit or secure this contract upon an agreement or under- 
standing for a commission, percentage, brokerage, or contingent fee, ex- 
cepting bona fide employees or bona fide established commercial agencies 
maintained by the Purchaser for the purpose of securing busigess. For 
breach or violation of this warranty, the Government shall have the right 
to annul this contract without liability or in its discretion to require the 
Purchaser to pay, in addition to the contract price or consideration, the 
full amount of such commission, percentage, brokerage, or contingent fee.” 
(c) Adaptation for leases. The covenant as set forth in paragraph (a) of 
this section may be appropriately adapted for use in leases of real or per- 
sonal property for Government use. The covenant as set forth in paragraph 
(b) of this section may be appropriately adapted for use in leases of 
Government-owned real or personal property. 
2 44 C.F.R. § 50.4 (Supp. 1956). 


3 See note 30 infra. 
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II. History or CovENANT* 


In the early part of 1918 considerable publicity was given to the 
activities of brokers and agents who were engaged in obtaining gov- 
ernment contracts on a commission or contingent fee basis. This 
situation prompted the Attorney General, J. W. Gregory, to issue 
a series of press releases,® in which he called to the attention of the 
public the cases of Crocker v. United States,® Trist v. Child,’ and 
Providence Tool Company v. Norris*® as setting forth the legal con- 
siderations and the “lines of demarcation” between the legitimate and 
prohibited activities of government contractors. He pointed out that 
the “Supreme Court has denounced the procurement of Government 
contracts by agents employed on a contingent fee basis, declaring 
that there is no difference in principle between agreements to pro- 
cure favors from legislative bodies, and agreements to procure them 
in the shape of contracts from executive officers; that the no con- 
tract no fee arrangement suggests an attempt to use sinister and 
corrupt means.” 

On June 18, 1918, the Attorney General in a letter to the heads 
of all executive agencies referred to the fact that many manufacturers, 
because of ignorance or misinformation, thought it necessary to nego- 
tiate with the Government through contract brokers or contingent 
fee operators. He stated that the inclusion of such fees are costly 
to the Government and that “Courts have universally condemned 
the contingent fee contract.” He then set forth a form of covenant,® 





4 An excellent statement on this subject was presented to the House Naval Affairs 
Committee on July 16, 1942, by Mr. Robert E. Kline, Jr., Special Assistant to the 
Undersecretary of the Navy in Hearings Before the House Committee on Naval 
Affairs, 77th Cong., 2d Sess. at 1185-1190 (July 15 and 16, 1942). 

5 On April 2 and 5, 1918. 

6 240 U.S. 74 (1915). 

788 U.S.(21 Wall.) 441 (1874). 

869 U.S.(2 Wall.) 45 (1864). 

9 The contractor expressly warrants that he has employed no third person to 
solicit or obtain this contract in his behalf, or to cause or procure the same to 
be obtained upon compensation in anyway contingent, in whole or in part, upon 
such procurement ; and that he has not paid, or promised or agreed to pay, to any 
third person in consideration of such procurement or in compensation for services 
in connection therewith, any brokerage, commission, or percentage upon the 
amount receivable by him hereunder; and that he has not, in estimating the 
contract price demanded by him, included any sum by reason of any such 
brokerage, commission, or percentage; and that all moneys payable to him 
hereunder are free from obligation to any other person for services rendered, 
or supposed to have been rendered, in the procurement of this contract. He 
further agrees that any breach of this warranty shall constitute adequate cause 
for the annulment of this contract by the United States, and that the United 
States may retain to its own use from any sums due or to become due there- 
under an amount equal to any brokerage, commission, or percentage so paid, 
or agreed to be paid. 
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which he stated the President requested be inserted in all contracts. 
In essence it prohibited, without exception, contingent fee arrange- 
ments for procuring government contracts. 

The significant developments that followed the Attorney Gen- 
eral’s action are well described by Mr. Robert E. Kline, Jr., Special 
Assistant to the Under-Secretary of the Navy, testifying before the 
House Committee on Naval Affairs in 1942."° (Headings in brackets 
are the authors’.): 


[A. First Covenant All-inclusive] 


Immediately following this direction of the Attorney General 
made [in 1918] at the request of the President, a great many pro- 
tests were lodged with the Department of Justice by heads of the 
executive departments, by manufacturers, and by sales agencies and 
commission brokers. There is a great mass of material in the De- 
partment of Justice files on these complaints and the reasons given 
therefor, but the Attorney General was firm in stating that this 
covenant as originally included in government contracts was all- 
inclusive and a warranty which prohibited any and all commissions 
or contingent fees to agents or brokers for sales to or contracts with 
the Government irrespective of whether or not the sales agency was 
well established and bona fide. 


War Department Dissents] 


The War Department was particularly anxious not to be required 
to include this original covenant in all of its contracts and in a 
memorandum dated July 6, 1918, from Gen. Hugh S. Johnson to 
Edward R. Stettinius, Second Assistant Secretary of War, sugges- 
tions were made for relaxing this requirement as to certain War 
Department contracts. On July 5, 1918, and again on July 6, the 
Honorable Newton D. Baker, Secretary of War, wrote to the 
Attorney General submitting these suggestions and requesting that 
certain selling agencies, in the textile industry specifically, be ex- 
empted so that this covenant against contingent fees should not 
apply to them. The Attorney General, in a reply to the Secretary 
of War on July 11, requested that exceptions be made only in 
individual cases and not by industry or classes. He also requested 
that the matter be taken up by the Secretary of War with the 
President directly. The Secretary of War wrote the President on 
August 9, 1918 and the following day this reply was addressed by 
the President in reply: 


10 See Hearings, note 4 supra, at 1187-1189. 
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[C. President Agrees That Covenant Should Not Be All-inclusive] 


[D. 


“Hon. Newton D. Baker 
“Secretary of War. 

“My dear Baker: I have your letter of yesterday about the cov- 
enant to be incorporated in all supply contracts for the p 
of excluding contingent-fee operators and any others who may seek 
to trade upon their supposed influence or held out expectations of 
preferential consideration. Huston Thompson had brought the mat- 
ter to my attention a few days ago and had presented very frankly 
and I dare say quite fully the difficulties that you apprise me of in 
your letter. I suggested to him that inasmuch as our single object 
was to prevent the contingent fee based upon no real service what- 
ever, he reconsider the phraseology of the covenant so as to make 
it clear just what we were intending to exclude, because I do not 
only agree with you that the ordinary trade processes to which 
you allude should not be interfered with but I do not think that 
there was any intention to interfere with them. In short, I do 
not think they would be in breach of the covenant. 

“I do not know whether he successfully rephrased the covenant 
or not, but it occurs to me that if he did not, your office and the 
Office of the Attorney General could easily agree upon a proviso 
which could be used by way of additional definition in the contracts 
entered into by the Supply Bureau of the War Department. 

“Cordially and faithfully yours, 
WOODROW WILSON.” 


All-inclusive Covenant Arouses Opposition] 


The Department of Commerce also complained a great deal about 
the original covenant as did the United States Railroad Administra- 
tion. Much difficulty was experienced with this form of covenant, 
as it developed that a great many manufacturers doing business with 
the Government sold their products through agencies compensated 
on a commission basis. The matter was, therefore, again called to 
the attention of the President by the then Attorney General, A. 
Mitchell Palmer. 


[E. President Reiterates Intent that Covenant Should Not Be All- 


inclusive | 


In a cablegram from Paris, dated February 15, 1919, addressed to 
Joseph P. Tumulty, the President said: 

“Answering Palmer’s message about the covenant against commis- 
sions now inserted in all Government contracts, I understood some 
time ago, that it was concluded that those covenants should not 
invalidate contracts obtained through bona fide commercial repre- 
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sentatives or agencies by an established business process everywhere 
recognized.” 
“WOODROW WILSON.” 


Thereafter on April 18, 1919, the Attorney General again wrote 
to the heads of all executive departments of the Government author- 
izing them to alter the original covenant by a proviso excluding the 
bona fide established commercial representatives or agents. This 
letter reads as follows: 


[F. Attorney General Announces Revised Covenant] 


“Hon. Josephus Daniels 
“Secretary of the Navy, Washington, D.C. 

“Dear Mr. Secretary: I have the honor to call your attention 
to the covenant intended to prevent the payment of illegal com- 
missions which, by direction of the President, is now being inserted 
in all Government contracts. The President has now authorized 
a modification of this covenant to the end that it may not invalidate 
contracts obtained through bona fide commercial representatives or 
agencies by an established business process everywhere recognized. 
With his approval, therefore, I have prepared a proviso which he 
authorizes to be attached to all such covenants as follows: 

“Provided, however, it is understood that this covenant does 
not apply to the selling of goods through a bona fide commercial 
representative employed by the contractor in the regular course of 
his business in dealing with customers other than the Government 
and whose compensation is paid, in whole or in part, by commissions 
on sales made, nor to the selling of goods through established com- 
mercial or selling agents or agencies regularly engaged in selling 
such goods.’ 

“I think that proviso will meet all just objections that have been 
made to the covenant now in use. 

“Respectfully 
“Alex C. King, 
Acting Attorney General.” 


The original covenant suggested in the letter of Attorney General 
Gregory dated June 18, 1918 [see note 9, supra], as amended by 
the proviso suggested in the letter of Mr. Palmer, dated April 19, 
1919 [see proviso in Mr. King’s letter immediately supra], remained 
a standard part of Government contracts apparently without criti- 
cism for a period of some years with the exception of one slight 
modification to permit commissions to bona fide established recog- 
nized real estate agents who were selling or renting real estate to 
the Government. 





”? 
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{[G. Short Form Covenant Approved] 


[H. 


However, on February 17, 1923, Gordon A. Ramsay, Chairman 
of the Interdepartmental Board of Contracts and Adjustments, wrote 
to the Attorney General stating that the Board proposed to incor- 
porate in the standard form of contract for building and construction 
work a covenant against contingent fees which was an abbreviated 
form of the original form suggested by the Attorney General. This 
suggested covenant reads as follows: 

“COVENANT AGAINST CONTINGENT FEES.—The con- 
tractor warrants that he had not employed any persons to solicit or 
secure this contract upon any agreement for a commission, per- 
centage, brokerage, or contingent fee. Breach of this warranty shall 
give the United States the right to annul the contract or, in its dis- 
cretion, to deduct from the contract price or consideration the 
amount of such commission, percentage, brokerage, or contingent 
fees. This warranty shall not apply to commissions payable by 
contractors upon contracts or sales secured or made through bona 
fide established commercial or selling agencies maintained by the 
contractor for the purpose of securing business with others than the 
United States.” [Emphasis added] 

On March 14, 1923, Rush L. Holland, Assistant Attorney General, 
replied to Mr. Ramsay’s letter approving the suggested abbreviation 
of the covenant. 


“With Others Than the United States” deleted] 


About a year later on February 7, 1924, a conference was held 
at the Department of Justice upon the request of B. W. Cushing, 
Assistant to the Chairman of the Interdepartmental Board of Con- 
tracts and Adjustments. Present at this conference was Col. E. S. 
Walton, Chairman of the War Department Board of Contracts and 
Adjustments. Colonel Walton was of the opinion that the last 
five words “with others than the Government” should be struck 
from the covenant as then approved. In the conference of Febru- 
ary 7, Colonel Walton alleged that there are large numbers of im- 
portant and responsible concerns which maintain branch offices in 
Washington for the purpose of furnishing supplies to the Govern- 
ment and that it is very desirable from the standpoint of the Gov- 
ernment that those offices be maintained. 

A letter dated February [8], 1924, was adressed to Gordon A. 
Ramsay, Chairman of the Interdepartmental Board, from Mr. Hol- 
land, giving the approval of the Department of Justice to the sug- 
gested omission of the final five words of the covenant. 

In his letter, the Assistant Attorney General referred to the 1919 
cablegram from President Wilson and concluded with the follow- 


ing paragraphs: 
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“I believe that a provision that the warranty against contingent 
fees ‘shall not apply to commissions paid by contractors upon 
contracts or sales secured or made through bona fide established 
commercial or selling organizations maintained by the contractor 
for the purpose of securing business’ is within the intent of said 
cablegram and in accord with sound policy. 

“Tt is of course, for the Government to determine that such estab- 
lished commercial or selling agency is bona fide.” 


[1. Covenant Approved for Standard Form] 


Standard Form of Government Contract 32, adopted and ap- 
proved by the Interdepartmental Board of Contracts and Adjust- 
ments, therefore, contained the abbreviated and altered covenant 
which reads as follows (art. 11): 

“ARTICLE 11. COVENANT AGAINST CONTINGENT 
FEES.—The contractor warrants that he has not employed any 
person to solicit or secure this contract upon any agreement for 
a commission, percentage, brokerage, or contingent fee. Breach 
of this warranty shall give the Government the right to annul the 
contract, or, in its discretion, to take from the contract price or 
consideration the amount of such commission, percentage, broker- 
age, or contingent fees. This warranty shall not apply to commis- 
sions payable by contractors upon contracts or sales secured or 
made through bona fide established commercial or selling agencies 
maintained by the contractor for the purpose of securing business.” 

This standard form of contract to be used by all Government 
departments was just approved for all buildings and construction 
contracts and it was approved by the President on June 10, 1927, 
for all supply contracts. 


With the advent of World War II and the tremendous increase 
in the volume of defense contracts to meet-the emergency, the ac- 
tivities of agents and brokers in the solicitation of government con- 
tracts again became the subject of administrative and congressional 
attention." 

The First War Powers Act of 19417? empowered the President to 
authorize any department or agency of the Government exercising 
functions in connection with the national defense, in accordance with 
regulations prescribed by him, to enter into contracts, and amend- 


11 Hearings, note 4 supra; Hearings Before the House Committee on Naval Affairs 
on H.R. 7304, 77th Cong., 2d Sess. 3323 et seq. (July 17, 1942); H.R.Rep. No. 2356 
on H.R. 7304, 77th Cong., 2d Sess. (1942) ; H.R.Rep. No. 2056, 78th Cong., 2d Sess. 
139-141 (1944). 

12 See note 26 infra. 
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ments and modification of contracts, without regard to provisions 
of laws relating to the making, performance, amendment and modi- 
fication of contracts whenever such action would facilitate national 
defense. 

By Executive Order 9001,"* issued December 27, 1941, the President 
authorized the War Department, the Navy Department and the 
United States Maritime Commission to perform the functions and 
exercise the powers described in Title II of the First War Powers 
Act. In paragraph 5 thereof, it was provided that every contract" 
entered into pursuant to the Order should contain a warranty by 
the contractor substantially in the terms of a covenant against con- 
tingent fees set forth in the Order. The latter was identical with 
Article 11 of the 1927 and 1935 editions of Standard Forms 32 (quoted 
in section I, supra). 

As indicated, in the course of an investigation of the naval defense 
program by the House Naval Affairs Committee in the early part 
of 1942, hearings were held on the activities of brokers and agents 
in government procurement.’* On July 20, 1942, following such 
hearings, the House of Representatives passed H.R. 7304,’* which 
would have prohibited, without exception, the payment of contingent 
fees for services in connection with the procurement of govern- 
ment contracts. It provided that such contracts were invalid and 
unenforceable and also prescribed criminal sanctions for violations 
of the prohibition. 

The bill was referred to the Senate Committee on Naval Affairs. 
Many letters were received from trade associations, chambers of 
commerce, and businessmen protesting the bill.'7 The gist of their 
complaints, as reflected in the legislative history, was that the enact- 
ment of the bill would change the entire sales structure of the country 


136 Fep.Rec. 6787 (1941); cited also note 26 infra. 

14 Since long established administrative construction of the First War Powers Act 
authority has applied that authority to both procurement and sales contracts (see for 
example, 10 C.F.R. § 823.301 (Supp. 1944) ; 10 C.F.R. § 83.4 (Cum. Supp, 1938) ), the 
warranty requirement of the Executive Order would also extend to sales contracts 
entered into under such authority. 

15 See note 11 supra. 

16 H.R. 7304, 77th Cong., 2d Sess. (1942). § 2 of the bill provided as follows: 

It shall be unlawful for any person to pay or receive, or agree to pay or 
receive, any contingent fee for services rendered in connection with negotiations 
for, or the procurement of, or the furnishing of information concerning any 
naval contract or proposed naval contract, and any contract or agreement for 
the payment of any such contingent fee shall be invalid and unenforceable. 

17 See Hearings Before the Senate Committee on Naval Affairs on H.R. 1900, 78th 
Cong., Ist Sess. 1 (May 12, 1943). See also H.R.Rep. No. 353 on H.R. 1900, 78th 
Cong., Ist Sess. (1943). 
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and render it impossible for many manufacturers to function eff- 
ciently; it would work against small business and in favor of large 
corporations, and by delaying the production effort of small manu- 
facturers would retard the war effort. As a result the bill failed 
of enactment and the covenant and its exception remained un- 


changed.”* 


This effort in World War II to outlaw unconditionally the con- 
tingent fee arrangement employed in the procurement of government 
contracts, is reminiscent of the initial proposal by Attorney General 
Gregory in 1918 (see note 9 supra). The reaction against this pro- 
hibition by the large segment of industry which relies in the regular 
course of business on the contingent fee or commission type selling 
arrangement also paralleled the World War I experience. Thus, the 
attempt to ban unconditionally such contingent fee contracts, as 
a panacea for the problem of the unscrupulous agent, met with the 
same fate in the Congress as it did in the Executive Branch.” 


The covenant, as such, was first prescribed by statute in the Armed 


18 While this study is concerned with the “Covenant Against Contingent Fees” as 
a means of eliminating the influence peddler and limiting excessive fees, it should be 
recognized that the covenant is not the sole method for attacking these evils. After 
failure by the Congress to outlaw contingent fees as an entirety, Hearings on H.R. 
7304, note 11 supra, and Hearings on H.R. 1900, note 17 supra, the Congress held 
hearings on the feasibility of attacking the excessive fee problem through the profit 
limitations of the Renegotiation Law (see Hearings on H.R. 1900, note 17 supra) 
and enacted 57 Stat. 564 (1943), amending the original Renegotiotion Act, 56 Start. 
245 (1942), now carried into Section 103 (g) of the Renegotiation Act of 1951, 
65 Stat. 10, as amended, 50 U.S.C. App. §1213 (g) (1952). See 64 Harv.L.REv. 
1200 (1951), suggesting that “regulating the amount of the commissions would seem 
to be the proper solution.” 

Other legislative proposals for controlling the activities of sales agents have been 
advanced from time to time. For example, one series of bills would have required 
agents to register with the Congress in the manner of lobbyists. S.2369, 8lst Cong., 
Ist Sess. (1949); S.2371, 81st Cong., Ist Sess. (1949); H.R.5989, 81st Cong., Ist 
Sess. (1949); H.R. 483, 83d Cong., Ist Sess. (1953); H.R. 485, 82d Cong., Ist 
Sess. (1951). Still other bills have sought to strengthen the Criminal Code with 
respect to bribery and graft. S.638, 83d Cong., Ist Sess. (1953). 

19 See H.R.Rep.No. 2056, 78th Cong., 2d Sess. 140 (1944): 

The Committee was persuaded that many agents performed services, which 
had some value. Generally speaking they were useful in bringing the procure- 
ment officers and business together . . . . However, their commissions and fees 
appeared to be . . . disproportionate . . . . [I]t was believed that there should 
be some method by which the Government could protect itself against these 
exorbitant fees and still not drive legitimate agents out of business. 

See also H.R.Rep.No. 353, 78th Cong., Ist Sess. 3 (1943): 

It cannot be said that these agents’ services were entirely without value. 
Generally speaking, they were useful in bringing Government and business 
together, and sometimes they have assisted in adapting peacetime enterprises to 
war production. There is nothing in the proposed legislation which would 
prevent small manufacturers from availing themselves of the services of repre- 
sentatives of this character... . 
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Services Procurement Act of 19477° which applied to the military 
departments, the Coast Guard and the National Advisory Committee 
for Aeronautics. It required that contracts negotiated under the Act 
contain a suitable covenant substantially the same as that prescribed 
by Executive Order 9001," modified only in one respect. It added 
“bona fide employees’”* to the exception for “bona fide established 
commercial or selling agencies maintained by the contractor for the 
purpose of securing business.”’?* 

In like manner, there was included in the Federal Property and 
Administrative Services Act of 1949%* a requirement for the insertion 
of the same covenant against contingent fees in negotiated contracts 
entered into by General Services Administration and any other 
executive agency making negotiated contracts pursuant to delegation 
from the Administrator of General Services.”® 

With the extension of the First War Powers Act in January, 1951, 
the implementing Executive Order 10210 of February 2, 195176 





20 Armed Services Procurement Act of 1947, §4(a), 62 Strat. 23, codified by 70A 
Stat. 2306(b) (1956) as 10 U.S.C. 2306(b) (1956). (The slight editorial changes in 
the language of § 4(a) resulting from codification in § 2306(b) of Title 10 effected 
no change in substantive meaning. See S.Rep.No. 2484, 84th Cong.) An appropria- 
tion for the Office of Civil Defense, 56 Stat. 98, 99 (1942) provided: “That no funds 
herein appropriated shall be used for the payment of any person especially employed 
by a contractor to solicit or secure a contract upon any agreement for a commission, 
percentage, brokerage, or contingent fee.” 

216 Fep.Rec. 6787 (1941). 

22 See Hearings on the Armed Services Procurement Act (H.R. 1366) Before House 
Committee on Armed Services, 80th Cong., Ist Sess., 649-651 (February 4, 1947). 

23 The full text of §4(a) of the Act follows: 

Every contract negotiated pursuant to §2(c) shall contain a suitable war- 
ranty, as determined by the agency head, by the contractor that no person or 
selling agency has been employed or retained to solicit or secure such contract 
upon an agreement or understanding for a commission, percentage, brokerage, 
or contingent fee, excepting bona fide employees or bona fide established com- 
mercial or selling agencies maintained by the contractor for the purpose of 
securing business, for the breach or violation of which warranty the Government 
shall have the right to annul such contract without liability or in its discretion 
to deduct from the contract price or consideration the full amount of such com- 
mission, percentage, brokerage, or contingent fee. 

24 Federal Property and Administrative Services Act of 1949, § 304(a), 63 Srar. 
395; 41 U.S.C. § 254 (1952). 

25 [bid., § 302(a), 63 Stat. 393 (1949), 41 U.S.C. 252(a) (1952). Numerous such 
delegations have been made and published in the Notices Section of the Federal 
Register. 

26 Exec. Order No. 10210, 16 Fep.Rec. 1049 (1951), issued pursuant to the First War 
Powers Act of 1941, 55 Strat. 838, as amended by 64 Stat. 1257 (1951), most recently 
amended by 69 Srat. 82 (1955) extending Title II of the First War Powers Act of 
1941. The Executive Order, providing for the negotiation of certain contracts to 
“facilitate the national defense,” requires the use of the contingent fee warranty 
in contracts so negotiated. The First War Powers Act authority to which this 
warranty requirement of the Executive Order applies, has been extended to the De- 
partment of Defense, Army, Navy, Air Force, Commerce, Agriculture and Interior, 
and to the Atomic Energy Commission, the National Advisory Committee for Aero- 
nautics, the Government Printing Office, the General Services Administration, the 
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adopted the same covenant against contingent fee requirement as was 
prescribed in the above cited statutes. 

The 1956 codification of the military laws in Title 10 of the United 
States Code resulted in a number of changes of an editing nature in 
the prescribed terms of the clause but, as was made clear by the 
codifiers, no change in substance was intended. (See note 20 supra). 


It was the issuance of General Services Administration Circular 
No. 2, Revised, on March 13, 1951, which for the first time pre- 
scribed the Covenant against Contingent Fees Clause for insertion 
by all executive agencies*’ in both negotiated and advertised con- 
tracts** including sales contracts and leases,”® and established pro- 


Tennessee Valley Authority and the Federal Civil Defense Administration, Exec. 
Order No. 9001 of December 27, 1941, 6 Fep.Rec. 6787 (1941), issued pursuant to 
the First War Powers Act, 1941, contained a requirement similar to that of Exec. 
Order No. 10210 requiring use of the warranty against contingent fees. 

27 The regulation is intended to have application, within the statutory authority of 
the Administrator of General Services, to the entire Executive Branch of the Federal 
Government. While certain agencies have limited exemptions under § 602(d) of 
the Federal Property and Administrative Services Act of 1949, as amended (40 
U.S.C. 474), these exemptions must be interpreted according to the legislative history 
of that section, H.R.Rep.No. 670, 81st Cong., Ist Sess. 28 (1949): 

... to the extent that compliance with the act and submission to the jurisdic- 
tion of the Administrator will not so “impair or affect the authority” of the 
several agencies to which the subsection applies as to interfere with the 
operation of their programs, the act will govern... . 

§1 (k) of 66 Strat. 593 (1952), amended § 206(b) of the Federal Property and 
Administrative Services Act of 1949 to require each federal agency to utilize “stand- 
ardized forms and procedures” prescribed by the Administrator of General Services 
“except as the Administrator . . . shall otherwise provide.” This applies to agencies 
such as the General Accounting Office, Library of Congress, Government Printing 
Office (cf. § 102, 67 Stat. 332 (1953), 44 U.S.C. 64 (Supp. II 1955) ), Administrative 
Office of United States Courts, etc. Entirely aside from this provision, however, the con- 
gressional enactments referred to in notes 20 and 24 supra, and other expressions 
of congressional policy in hearings, committee reports, etc., would appear to establish 
the existence of a federal public policy requirement that the contracts of non-execu- 
tive agencies (as well as of executive agencies which are exempted from the Federal 
Property and Administrative Servics Act of 1949) include and be subject to the 
provisions of the covenant against contingent fees, if not the related procedure 
prescribed by regulation. See Section VI infra. 

28 Although the use of the covenant against contingent fees was in fact generally 
included in advertised contracts and in negotiated contracts entered into under laws 
not requiring the covenant (either as a matter of individual agency regulation, 
policy or practice, or through use of the applicable prescribed contract forms con- 
taining the covenant), there was no statutory or regulatory requirement of general 
applicability covering advertised contracts, or negotiated contracts entered into pur- 
suant to laws other than the Armed Services Procurement Act, the Federal Property 
and Administrative Services Act or the executive orders issued under the First War 
Powers Act, as amended, until the issuance of a specific regulatory requirement 
(G.S.A. Cir. No. 2, Rev.) embracing this subject matter on March 13, 1951. Thus, 
by regulation at least, the use of the covenant is now a requirement in all Govern- 
ment contracts entered into by executive agencies. See note 27 supra. This was 
made known to and had the full approval of the Investigations Subcommittee of the 
Senate Expenditures Committee. See 1951 Hearings, note 29 infra. See also 
Hearings Before Joint Committee on Defense Production, 82d Cong., Ist Sess. 332 
(April 4, 1951). ; 

29 The need for such extension to sales and leases was a matter of congressional 
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cedures for obtaining information concerning contingent or other 
fees paid by contractors for the purpose of soliciting and securing 
government contracts. In order to achieve uniformity of interpre- 
tation, this Circular was revised on December 29, 1952 to prescribe 
the principles and criteria for the administration of the covenant by 


executive agencies. As so revised, this Circular was redesignated 
General Regulation No. 12.*° 


III. GeNeEsIs OF THE REGULATION 


We have traced the early development of the clause. It was ap- 
parent that since its inception, there was conflict both as to concept 
and language. While the language of the clause was substantially 
fixed in 1924, the conflict and confusion attending the construction 
of the clause nevertheless persisted.** The difficulties encountered 
in the interpretation and application of the clause were brought out 
in the extensive World War II Congressional hearings* and again 
in 1951 at the time of the Korean action.** Even the court decisions 
were not in harmony as we shall see. Administrative officials also 


differed in their rulings because of lack of uniform guidance. They 





interest. See, e.g., Hearings Before the Investigations Subcommittee of the Senate 
Committee on Expenditures in the Executive Departments, 81st Cong., Ist Sess. 613 
(August and September, 1949); Hearings Before the Investigations Subcommittee 
of the Senate Committee on Expenditures in the Executive Departments, 82d Cong., 
Ist Sess. 10 (March 14, 1951). See note 44 infra, concerning authority to prescribe 
terms and conditions of disposition of surplus government property. 

30 General Regulation No. 12 of the General Services Administration, effective 
March, 1953, 44 C.F.R. §§ 150-150.13 (Supp. 1956). An implementing regulation 
was issued by the Department of Defense as Part 5 of the Armed Services Procure- 
ment Regulation. See 18 Fep. Rec. 1988-1990 (1953). Implementing regulations 
or instructions have similarly been issued by other executive agencies. 

31 In United States v. Buckley, 49 F.Supp. 993 (D.D.C. 1943), Judge Laws said, 
in part, “But it is not entirely clear from the language of the President’s Order 
[9001] and the history of its adoption as it has been outlined to me what is the evil 
type of broker intended to be guarded against.” See also Section IV J infra. 

82 Statement of Judge J.E. Davis, Special Assistant to the Undersecretary of the 
Navy, Hearings on H.R. 1900, note 17 supra, at 16, 18; and id. p. 27, Statement of 
Robert E. Kline, Jr., General Counsel of Senate Naval Affairs Investigations 
Committee: “What this exception means is none too clear . . . . The Committee 
can appreciate that the exception to the warranty presents many difficult questions of 
law and fact. To determine whether a particular agent can qualify thereunder is 
necessarily a slow process. ...” See also H.R. Rep. No. 2056, note 19 supra, at 
140: “. . . it was difficult to distinguish the excepted ‘bona fide established com- 
mercial or selling agents maintained by the contractor for the purpose of securing 
business.’ Just what constituted such bona fide agents was difficult to determine.” 

33 See Hearing Before Joint Committee on Defense Production, 82d Cong., Ist 
Sess. 304-310 (April 4, 1951) (Defense Production Act, Progress Rep. No. 7); 
see also same Hearing, Appendix, p. 319, Memo of April 4, 1951, of R. D. L’Heu- 
reaux, Counsel, Senate Banking and Currency Committee, Joint Committee on De- 
fense Production. See also Hearings, note 22 supra, at 651: “The difficulty is, as 
always, in delineating.” 
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were obliged to adopt a pragmatic approach in attempting to enforce 
the covenant.** 

A demand for some type of definitive guidance, either by legisla- 
tion or by regulation, grew more persistent. Government agencies 
appealed for action.** Congressional sources expressed the need for 
some action, such as a regulation.** There were, of course, many 
requests for clarification from business and other sources.*’ This 
was particularly a matter of concern to small business.** 

In December 1950, the General Services Administration and the 
Military Departments determined it to be necessary and desirable 
in the interests of both the Government and concerns doing business 
with the Government, to make a comprehensive study of this subject 
and develop a regulation setting forth standards or criteria for inter- 
preting and applying the covenant against contingent fees. This 
would encourage uniformity of administration, clear up as much as 
possible the confusion and conflicting notions on the subject, and 
provide government policy in this field. 

Actual work on the regulation got underway in 1951. The draft- 
ing committee included representatives from the General Services 


Administration, the Departments of the Army, Navy, and Air Force, 
and the then Munitions Board. 





34 See H.R.Rep. No. 2056, note 19 supra, at 140: “The Departments had been 
compelled to rely principally upon a strict interpretation of the warranty... . 
This approach was not a complete solution . . . because it was difficult to distinguish 

_. ‘bona fide . . . agents.’” The Committee report went on to describe the 
arbitrarity test adopted by the Navy Department. 

35 For example, the Department of Commerce in November 1950, asked the 
General Services Administration to undertake to clarify the interpretation of the 
covenant. 

36 S.Rep.No. 2049, 82d Cong., 2d Sess. 1 (1952); Hearings, note 33 supra, at 304- 
305. Through a memorandum of the Committee Counsel, introduced and discussed 
at this Hearing, the Committee announced that the General Services Administration 
was working on a code of uniform criteria which “should go far to enlighten Govern- 
ment contracting officers upon the policy of the Government in this respect.” Jd. at 331. 
See also H.R.Rep.No. 1228, 82d Cong., Ist Sess. 4 (1952), where it was recom- 
mended, “That standards be established to allow legitimate brokers, manufacturers’ 
agents, and commission men to represent their principals without being stigmatized as 
‘5 percenters’ or ‘influence peddlers.’ ” a 

87 GSA, Defense and other agencies received many letters of inquiry as to the 
meaning of the covenant. In an article by Felix F. Stumpf, What do the Courts Say 
About Agent's Commissions, Agent and Representative (March 1951), the author 
concludes that “it is absolutely necessary that at the earliest opportunity a clarification 
be secured of the meaning of the exception in the covenant.” See also 64 Harv. L. 
Rev. 1200 (1951). 

88 See Hearings, note 33 supra, at 304-305. The importance of bona fide sales 
agents to small business was emphasized in the Seconp Hoover CoMMIssion TasK 
Force Report on Mriitary ProcurEMENT 112 (June 1955). See notes 57 and 71 
infra. Also, see S.Rep.No. 1040, 82d Cong., Ist Sess. 15 (1951): “Small business 
enterprises have consistently claimed that they cannot compete for Government busi- 
ness if they are not allowed to retain part time representatives to negotiate contracts.” 
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The group, in its deliberations, gave detailed consideration and 
study to court decisions; congressional documents, including laws, 
hearings, committee reports® and bills; administrative rulings, such 
as decisions of contract appeal boards, opinions of agency counsel; 
and views of practitioners as expressed in legal periodicals and other 
publications. In the course of its considerations the Regulation, in 
draft form, was submitted for comments of the principal government 
procurement agencies, through the then intergovernmental “Advisory 
Committee on Procurement Policy,” and otherwise. 

Finally, on December 29, 1952, the Regulation was issued as Gen- 
eral Services Administration General Regulation No. 12. Besides 
publication in the Federal Register,** a press release was issued and 
most of the principal newspapers and trade journals in the United 
States carried articles telling of the Regulation and newly established 
criteria. Few government regulations have received wider actual 
notice of the fact of publication. 

The Regulation was designed and intended to establish or clarify 
policy, resolve conflicting views and clear up numerous popular 
misconceptions on the subject. In large part, the Regulation serves 
merely to clarify the scope and meaning of the covenant’s prohibition 
and the prohibition’s exceptions, in keeping with their historical pur- 
pose and development. It also has the effect, however, of establish- 
ing criteria differing from earlier views as expressed in some court 
decisions and administrative interpretations. 

Since courts, administrative officials and members and committees 
of Congress held such divergent views on this subject matter, one 
naturally inquires as to the source of authority to issue such regula- 
tions expressing policy and establishing guidelines for interpretation. 
The authority for issuance of the Regulation is the Federal Property 
and Administrative Services Act of 1949*? which was based in part on 
recommendations of the First Hoover Commission on Organization. 
By the enactment, Congress vested in the Administrator of General 
Services broad authority to “prescribe policies and methods of pro- 








39 See, in particular, S.Rep.No. 1232, 81st Cong., 2d Sess. (1950), Interim Report 
of the Subcommittee on Investigations of the Senate Committee on Expenditures in 
the Executive Departments, entitled “The 5-Percenter Investigation.” This document, 
which represents the most comprehensive expression of Congressional thinking on 
the subject of differences between proper and improper representatives of business, 
played an important role in the formulation of the criteria in the Regulation. 

40 See note 30 supra. 

41 See note 30 supra. 

42 63 Strat. 377 (1949), as amended. 
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curement and supply . . . including related functions’** and “to 
prescribe standardized forms and procedures’’** and “to prescribe such 
regulations as he deems necessary to effectuate .. . [such] functions.” 


IV. ANALysIS OF THE REGULATION AND STANDARDS 
A. Objectives and Methods 


Section 150.3 of the Regulation** sets forth the objectives of the 
Regulation and the methods used to achieve the objectives. The 
objectives are three-fold: “Prevention of improper influence in con- 
nection with the obtaining of Government contracts;*’ the elimina- 
tion of arrangements which encourage the payment of inequitable 
and exorbitant fees bearing no reasonable relationship to the services 
actually performed;** and the prevention of unwarranted expenditure 
of public funds which inevitably results therefrom.”** As stated in 
the Regulation, the methods used to achieve these objectives are: “the 
requirement for disclosure of the details of the arrangements under 
which agents represent concerns in obtaining Government contracts; 


43 § 201(a) (1), 63 Srat. 383 (1949), 40 U.S.C. 481(a) (1) (1952). 

44 § 206(a) (4), 63 Strat. 390 (1949), 40 U.S.C. 487(a) (4) (1952). Also, the Ad- 
ministrator may prescribe “terms and conditions” for the disposition of government 
surplus property under § 203(a), 63 Stat. 285 (1949), 40 U.S.C. 484(a) (1952). 

45 § 205(c), 63 Stat. 389 (1949), 40 U.S.C. 486(c) (1952). 

46 Note 30 supra. 

47 This is based on the common law prohibition, founded on public policy, against 
contracts contemplating the use of corrupting influence to obtain government action. 
Trist v. Child, 88 U.S.(21 Wall.) 441 (1874); Meguire v. Corwine, 101 U.S. 108 
(1879) ; Oscanyan v. Arms Co., 103 U.S. 261 (1880); Valdes v. Larrinaga, 233 
U.S. 705 (1914) (dictum). ( Authors’ note.) 

48 See S.Rep.No. 2049, 82d Cong., 2d Sess. (1952) prepared by the Investigations 
Subcommittee, Senate Government Operations Committee: “It appears this is 
simply and purely a case of a business firm paying out an inordinately large fee for 
the influence of an allegedly well-connected politician who did nothing to earn his 
fee.” See also Hearings on H.R. 1900, note 17 supra, at 18: “. . . should not receive 
enormous fees .. .” and “. . . not worth vast sums being poured into agents’ pockets 
...” See S.Rep.No. 1232, note 39 supra, at 4: “. . . if a fee... is wholly out of 
line with the work involved and with what it would cost to hire others equally 
competent, then in all probability the difference can be explained as payment not 
for handling the case on its merits but for certain conniving. . . .” (Authogs’ note.) 

49 See Hearings on H.R. 1900, note 17 supra. See also H.R.Rep. No. 2056, note 
19 supra, at 139 et seq. 

50 This refers to the requirement in the Regulation for executing the “representa- 
tion” and filling out the statement disclosing the details of the contractor-agent 
relationship. See S.Rep.No. 1232, note 39 supra, at 19 and 20, where the Investiga- 
tions Subcommittee of the Senate Expenditures Committee endorsed the plan to 
require the contractor to make a full disclosure of the arrangement with his sales 
agent, pointing out that it had recommended this procedure. See also 1949 Hearings 
of this Senate Subcommittee, note 29 supra, at 620-621; as well as S.Rep. No. 2049, 
note 48 supra, at 20. In 13 Comprr. Gen. 471 (1934), the Comptroller General 
approved an administrative requirement, in an invitation to bid, for an affidavit that 
the bidder had not employed anyone on a contingent fee basis to secure the contract. 
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and the prohibiting, by use of the covenant against contingent fees, 
of certain types of contractor-agent arrangements.”** 
































B. Contingent Character of the Fee 





Under Section 150.5(b) of the Regulation, any fee is within the 
purview of the covenant if amy portion thereof is dependent upon 
success in obtaining the contract. A contingent fee,* however, 


does not preclude a valid relationship under the exception from the 
covenant’s prohibition. 


C. The Exception from the Covenant’s Prohibition 





The prohibition in the covenant against compensation on a com- 
mission on contingent basis specifically excepts “bona fide employees 
or bona fide established commercial or selling agencies maintained by 
the contractor for the purpose of securing business.” It is this com- 
bination of words which, more than anything else, has led to the 
difficulties and confusion described previously. The Regulation did 
not attempt a precise definition of each term, but sought, for the 
most part, to recite the underlying principles. The language of the 
exception was divided, for regulatory treatment, into two parts, 
one relating to employees and the other to selling agencies. 


D. Bona Fide Employee 





For purposes of the exception from the covenant’s prohibition, in 
favor of “bona fide employees”, the term is defined, in Section 
150.5(d)(1) of the Regulation, as “an individual (including a cor- 
porate officer) employed by a concern in good faith to devote his 
full time to such concern and no other concern,® and over whom 
the concern has the right to exercise supervision and control as to 
time, place, and manner of performance of work.” 


51 The Regulation thus recognizes the fact that the covenant is not confined merely 
to invalidating arrangements which involve actual undue or corrupting influence but 
also prohibits certain types of arrangements which are most likely to result in the 
use of such influence. 

52 The concept that a fee should be considered contingent if any portion is con- 
tingent is traceable to the very beginning of the history of the covenant when on 
July 19, 1918, Attorney General Gregory, in his letter to the agencies, included the 
clause which specifically referred to “compensation in anyway contingent, in whole 
or part.” See note 9 supra. 

53 For an interesting note on the possible distinction between a “contingent fee” 


and the ordinary “sales commission,” see 11 Gro.Wasu.L.Rev. 41 n.5 (1942). 
54 See 1951 Hearings, note 29 supra, at 12-15. 
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‘As previously, indicated,®* the term “bona fide employees” found 
its way into the covenant in connection with the enactment of Sec- 
tion 4(a) of the Armed Services Procurement Act of 1947.°° The 
Regulation recognizes that a concern, especially a small business 
concern, may employ an individual who also represents other con- 
cerns.** But where this is so, the Regulation provides that the rela- 


tionship must qualify under the same criteria as applies to sales 
agencies.™* 


“The hiring must contemplate some continuity”, under Section 
150.5(d)(2), “and it may not be related to the obtaining of one 
or more specific Government contracts.” To provide otherwise, of 
course, would permit circumvention of the covenant’s intention.™ 


One writer® has questioned the provision in Section 150.5(d) that 
a person may be an employee coming within the exception when his 
compensation is on a commission basis, even where such basis is 
customary in the trade. The difficulty with the arguments advanced 
by that writer, and the very reason for the Regulation providing that 
the employee’s compensation may consist in whole or in part of 
commissions, is the fact that the status of “employee” does not neces- 
sarily turn on the method of compensation.®' Persons paid on a 
wholly or partly commission basis are commonly treated as payroll 
employees for purposes of income tax withholding and social security 
laws, which define employees to include such persons. A safe- 


55 See notes 22 and 23 supra. 

56 See notes 20 and 23 supra. 

57 The hardship impact of the contingent fee prohibition on small business con- 
cerns has been frequently recognized. See Hearings on H.R. 1900, note 17 supra, 
at 1; H.R.Rep.No. 353, note 17 supra, at 3: “There is nothing in the proposed 
legislation which would prevent small manufacturers from availing. themselves of the 
services of representatives of this character. It is recognized that many of them can- 
not afford to have a direct representative in Washington, and there is an advantage 
in being able to share the expense with other manufacturers.” See also Hearings, 
note 33 supra, at 304; Seconp Hoover CoMMIssIOoN Report, note 38 supra, at 112. 
See also note 71 infra. 

58 The purpose of this requirmeent is to make sure that the “employment” process 
is not used to circumvent the convenant and the criteria for determininge the pro- 
priety of any sales agent arrangement. See 1951 Hearings, note 29 supra, at 14-15. 

59 See note 58 supra. 

60 41 Cornet L.Q. 399, 405 (1956). 

61 At common law the employee relationship is dependent primarily upon the control 
the employer is entitled to exercise; and the fact that a salesman’s services are com- 
pensated for on a commission basis is not a decisive test to determine whether one is 
an employee or independent contractor. 35 Am. Jur., Master and Servant §5 (1941) ; 
and see letter of July 18, 1942, from Secretary of War Patterson to Chairman Naval 
Affairs Investigating Committee, H.R. Rep. No. 2356, 77th Cong., 2d Sess. 5 (1942) 
in connection with H.R. 7304. 

62 See, ¢.g., 26 U.S.C. 3306(i) (Supp. III, 1956) which uses the “common law” 
rule to define employee. 
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guarding feature in the Regulation, however, is the requirement that 
commissions be “customary in the trade.” 

The validity of the provision in Section 150.5(d) (3) that an em- 
ployee is not “bona fide” who uses, or holds himself out as being 
able to use, improper influence, has been questioned® on the ground 
that a bona fide representation may exist even though “influence” is 
in fact used. This would seem to be in conflict with the intent of 
Congress, which, through the subcommittees which have given the 
greatest consideration to the specific subject of who may be a “legi- 
timate representative of business,” has expressed itself quite une- 
quivocally that the “influence peddler” should not be considered 
legitimate.** And of course, at common law it is well established 
that a contract obtained through the exercise of improper influence 
is invalid.© 


E. Selling Agencies 


The most significant part of the covenant against contingent fees 
is the exception in favor of the “bona fide established commercial 
or selling agencies maintained by the Contractor for the purpose 
of securing business.” As pointed out in section II supra, in every 
instance in which there has been a proposal to ban unconditionally 
the contingent fee arrangement in connection with the procurement 
of government contracts it has been found necessary to modify this 
strict approach by according recognition to the legitimate agent or 
broker who is also engaged to secure business on a contingent fee 
or commission arrangement. 

Under the clause, therefore, the mere existence of a contingent 
fee arrangement between the contractor and his agent does not neces- 
sarily render the agreement void as against public policy. In this 
respect the policy objectives underlying the covenant against con- 
tingent fees are consistent with the public policy considerations 
enunciated in many federal and state court t deceinne™ 





63 41 CorNELL L. Q. 309, 424 (1956). 

64 See S.REP.No. 1232, note 39 supra, at pp. 2-6. 

65 See note 47 supra. 

66 Oscanyan v. Arms Co., 103 U.S. 261 (1880); Trist v. Child, 88 U.S. (21 Wall.) 
441 (1874); Valdes v. Larrinaga, 233 233 U.S. 705 (1914) ; Le gn v. Corwine, 101 
U.S. 108 ( 1879) ; Coyne v. Superior Incinerator Co., 80 F.2d 844 (2d Cir. 1936) ; 
Steele v. Drummond, 275 U.S. 199 (1927); Reynolds v. Goodwin-Hill Corp., 154 
F.2d 553 (2d Cir. 1946); Buckley v. Coyne Electrical School, 343 Ill. App. 420, 99 
N.E.2d 370 (1951), cert. ‘denied, 342 U.S. $927 (1952) ; Gendron v. Jacoby, 337 Mich. 
150, 59 N.W.2d 128 (1953); Ebeling v. Fred J. Swaine Mfg. Co., 357 Mo. 549, 209 
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The common law public policy considerations referred to are best 
illustrated in the following quotations from opinions of the United 
States Supreme Court. In Oscanyan v. Arms Company,™ the Court 
said: 


And here it may be observed, in answer to some authorities cited, 
that the percentage allowed by estabished custom of commission 
merchants and brokers, though dependent upon sales made, is not 
regarded as contingent compensation in the obnoxious sense of that 
term, which has been so often the subject of animadversion by this 
court, as suggesting the use of sinister or corrupt means by accom- 
plishing a desired end. They are the rates established by merchants 
for legitimate services in the regular course of business. But where, 
instead of placing before the officers of the government the informa- 
tion which should properly guide their judgments, personal influence 
is the means to secure the sales, and is allowed to prevail, the pub- 
lic good is lost sight of, unnecessary expenditures are incurred, and, 
generally defective supplies are obtained, producing inefficiency in 
the public service. 

It is legitimate to lay before officers authorized to contract, all 
such information as may apprise them of the character and value 
of the articles offered, and enable them to act in the best interest 
of the country. And for such services compensation may be had 
as for similar services of private parties, either upon a quantum 
meruit, or where a sale is effected, by ordinary brokerage commis- 
sion. [Emphasis added. ] 


In Trist v. Child,** the Court also inquired into the nature and 
purpose of the agency (here a lobbying arrangement): 


We entertain no doubt that in such cases, as under all other cir- 
cumstances, an agreement express or implied for purely professional 
services is valid. Within this category are included, drafting the 
petition to set forth the claim, attending to the taking of testimony, 
collecting facts, preparing arguments, and submitting them orally 


S.W.2d 892 (1948); Stone v. William Steinen Mfg. Co., 22 N.J.Misc. 353, ,39 A.2d 
241 (Cir.Ct. 1944), aff'd, 133 N.J.L. 16, 42 A.2d 268 (Sup.Ct. 1945), aff'd, 133 N.J.L. 
593, 45 A.2d 486 (Ct. Err. & App. 1946); Bradford v. Durkee Marine Products 
Corp., 180 Misc. 1049, 40 N.Y.S. 2d 448 (Sup.Ct. 1943); Glass v. Swimaster Corp., 
74 N.D. 282, 21 N.W.2d 468 (1946); Hall v. Anderson, 18 Wash.2d 625, 140 P.2d 
266 (1943); Beach v. Illinois Lumber Mfg. Co., 92 F.Supp. 564 (E.D.IIl. 1949) ; 
Noble v. Mead-Morrison Mfg. Co., 237 Mass. 5, 129 N.E. 669, 674 (1921). The 
leading case holding to the doctrine that contingent fee arrangements are all con- 
demned because of their inherent tendency to promote evil is Providence Tool Co. 
v. Norris, 69 U.S.(2 Wall.) 45 (1864) ; see also Crocker v. United States, 240 U.S. 
74 (1916); and Hazelton v. Sheckells, 202 U.S. 71 (1906). 

67 103 U.S. 261, 275-276 (1880). 

68 88 U.S.(21 Wall.) 441 (1874). 
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or in writing, to a committee or other proper authority, and other 
services of like character. All these things are intended to reach 
only the reason of those sought to be influenced. They rest on the 
same principle of ethics as professional services rendered in a court 
of justice, and are no more exceptionable. But such services are 
separated by a broad line of demarcation from personal solicitation, 
and the other means and appliances which the correspondence shows 
were resorted to in this case. [Emphasis added. ] 


While the above quotations may have been dicta, it is significant 
that these cases stand for the proposition that where the objective is 
the exercise of personal influence upon a government official, the 
contract is void as against public policy, and the Court distinguishes 
in each between the contractor-agency agreement which has for its 
purpose legitimate representation, and the contract which contem- 
plates a corrupting influence. It is noteworthy that even in these 
cases where the Supreme Court has been critical of the contingent 
fee arrangement as having a tendency to corrupt, there is in almost 
every instance a finding of contractual purpose to exercise improper 
influence on a public official.” 

The purpose of the exception in the warranty is to recognize the 
“legitimate” agent or broker. However, it is important to bear in 
mind that the validity of the contingent fee arrangement is determined 
by means of a standard embodied in the exception. Thus, however 
legitimate we may regard an agent for any other purpose, in inter- 
preting the covenant against contingent fees, the agent must qualify 
as legitimate within the standard of the exception. On the other 
hand, however, this is not to say that the clause must be strictly 
construed.” The views expressed by a congressional committee 
of the 81st Congress, which conducted extensive hearings on “In- 
fluence in Government Procurement” suggest a broad reading of the 





69 For an analysis which bears out this conclusion, see Townsend & Fletcher, 
(ome Fees in Procurement of Government Contracts, 11 Gro.Wasu.L.Rev. 37 

70 In United States v. Paddock, 178 F.2d 394 (Sth Cir. 1949), cert. den., 340 U.S. 
813 (1950), and Mitchell v. Flintkote Co., 185 F.2d 1008 (2d Cir. 1951), cert. den., 341 
U.S. 931 (1951), there was no suggestion that improper influence was exercised by 
the agent, or contemplated by the agency agreement, but the agency agreement was 
void under the “tendency” doctrine, because it was based on a contingent fee. In 
Mitchell v. Flintkote Co., in speaking of the covenant as prescribed by Executive 
Order 9001, the Court said, at 1010, “No exception is made for cases in which 


nothing sinister was contemplated or done under the terms of the contingent fee 
contract.” 
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exception." The Committee’s views were shared by the then Ad- 
ministrator of the General Services Administration, who testified at 
such hearings.** Moreover, this view was reaffirmed in the 82nd Con- 
gress."* It would appear that this broad interpretation finds support 
in court decisions.” 


The historical development of the covenant, court decisions, admin- 
istrative interpretation, and the hearings and reports of congressional 
committees concerned with the problem of the “influence peddler” 
provided the drafters of the Regulation with the background from 
which to select the criteria necessary to establish a basis for uniform 
construction and application of the exception by the executive agen- 
cies. The words in the exception by their very nature do not lend 
themselves to precise definition. For this reason, the drafters sone, 





71 See 1949 Hearings, note 29 supra, and S.Rep.No. 1232, note 39 supra, at 2-6. 
See also H.R.Rep.No. 1576, 81st Cong., 2d Sess. 17 (1950): 

Manufacturers’ agents, brokers, and salesmen regularly employed by a variety 
of sellers have long received remuneration in the form of commissions and 
brokerages for services rendered. There is absolutely no stigma attached to the 
accepting or the granting of a commission in the sale of goods and merchandise 
to the public or to governmental agencies. . Therefore, the committee has 
been concerned because, in an atmosphere created by fringe operators, the 
Government procurement agencies might be persuaded that it was necessary 
and desirable to eliminate all forms of commission sales. 

In this connection, perhaps the latest significant expression of views on this question 
of a broad rather than strict interpretation of the Covenant is contained in the 
SECOND Hoover COMMISSION REPoRT, supra note 38, at 112: 

There is no question about the desirability of eliminating “influence peddlers” 
and “five percenters” from the Government contracts scene. However, in 
prosecuting this objective, the Government should take precaution against 
adopting such stringent measures that bona fide commission arrangements are 
needlessly burdened or placed under a cloud of unnecessary suspicion. This 
precaution is especially important to small business firms which obtain sub- 
stantial amounts of their business through manufacturers’ representatives on a 
commission basis. 

72 1949 Hearings, note 29 supra, at 598-624. Also, 1951 Hearings, note 29 supra. 
At the latter Hearings he stated: “It is entirely legitimate to pay commission on 
Government contracts or to employ representatives on a part-time basis, provided the 
operation is conducted within rules which have been clearly laid down. 

“On pages 2, 3, 4, and 5 of this committee’s report [see note 39 supra), published 
January 18, 1950, concerning the 5-percenter investigation, detailed examples of the 
difference between proper and improper reprsentatives of business are set forth. I 
have reread these pages carefully and I could not improve upon them. . . _ 

73 “While the subcommittee condemns the use of improper influence in Government, 
it does not wish to convey the impression that it is opposed to legitimate business 
activities of bona fide agents, part-time sales representatives . . . in the field of 
Government procurement. Any individual or business firm, large or small, has the 
right to employ bona fide agents on a full- or part-time basis for the | of 
negotiating Government business in a proper and legitimate manner.” S.Rep.No. 
611, 82d Cong., Ist Sess. 8 (1951), prepared by the Senate Expenditures Committee, 
Investigations Subcommittee. 

74 Wituiston, Contracts §1729A (rev. ed. 1938); see also Comment, 17 U.Cur. 
L.Rev. 491 (1950). 


15 See note 39 supra. 
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for the most part, to avoid such definitions, and instead relied upon 
principles or criteria to furnish guidance. Moreover, as pointed out 
in the Regulation,” the criteria are themselves not susceptible of 
precise measurement. Each of the factors must be evaluated in the 
light of the agency agreement and the attendant facts and circum- 
stances. Thus, the criteria adopted by the Regulation were applied 
to the exception as a whole, rather than to particular words or phrases. 
This was in keeping with the approach of the congressional treat- 
ment of the subject. The drafters also realized that certain of the 
factors were related to more than one portion of the exception. A 
general guide would thus dispense with redundancy, and overlapping 
of explanatory material, and from the administrative standpoint, pro- 
vide a more practicable, simplified basis for evaluation. Furthermore, 


this treatment would be more consistent with the functions of a 
regulation. 


F. Use of or Claim of Influence 


Under the Regulation,” one who seeks to obtain contracts, or holds 
himself out as being able to obtain contracts, through improper in- 
fluence, will not be considered “bona fide,” within the meaning of 
the exception. The Regulation automatically disqualifies such a per- 
son. This result follows congressional expressions of intent.”® 


The very fact that by regulation one who attempts to use or hold 
himself out as being able to use improper influence is automatically 
ineligible serves as a powerful deterrent to these practices. The busi- 
nessman, put on notice by the Regulation, must know that the hiring 
of the agent who boasts of his “influence”, will result in violation of 
the government contract obtained by such agent. Then too, the 
agent himself is not apt to go about trying to impress contractors with 
his “influence” or ability to approach “the right people,” when such 
conduct would compel the contractors, in effect, to disqualify him. 


G. Reasonableness of Fee 


The relationship between the amount paid to the agent and the 
services rendered by him is significant in differentiating the “influence 
peddler” from the “bona fide” or “legitimate” agent or broker. This 





76 44 C.F.R. § 150.5(e) (2) (Supp. 1956). 
TT See ibid. § 150.5(e) (1). 
78 See note 64 supra. 
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is recognized in judicial opinions,” by congressional committees®® and 
by the executive departments in the administration of the covenant. 
Where the agent performs useful work from which the Government 
in a sense, as well as the contractor, derives a benefit, and the fee is 
commensurate with the work done, it is favorable evidence of the 
bona fide character of the agent and the transaction. The Govern- 
ment is concerned not only with the possible impropriety, but also 
with the element of cost for which no useful service is received.® 

From the very beginning, the reasonableness of the fee has been 
an important factor in connection with this entire subject matter. 
As stated by one Senate subcommittee, “. . . if a fee. . . is wholly out 
of line with the work involved and with what it would cost to hire 
others equally competent, then in all probability the difference can 
be explained as payment not for handling the case on its merits but 
for certain conniving. . . .” ** Thus, the question of the fee goes to 
the very heart of the problem and root of the evil even aside from 
the question of the “expenditure of public funds which inevitably 
results.”’*> 


The Regulation accordingly provides: ** 


The fees charged should not be inequitable and exorbitant in 
relation to the services actually rendered. That is, the compensa- 
tion should be commensurate with the nature and extent of the 
services and should not be excessive as compared with the fees cus- 
tomarily allowed in the trade concerned for similar services®’ related 





79 The cases are numerous. Illustrative are Meguire v. Corwine, 101 U.S. 108 
(1879) ; Trist v. Child, 88 U.S.(21 Wall.) 441 (1874); and Oscanyan v. Arms Co., 
103 U.S. 261 (1880). 

80 S.Rep.No. 1232, note 39 supra at 3, 5. Also, see Reports and Hearings cited 
in notes 48 and 49 supra. 

81 See Statements of Kline and Davis, supra note 32. Also, see testimony of 
Brigadier General Ernest M. Brannon, Assistant Judge Advocate General, in charge 
of Procurement Division of the Judge Advocate General’s Office, 1949 Hearings, note 
29 supra, at 11-17. 

82See p. 12 of testimony of General Brannon, ibid., in which he said: “even 
though there is no question of improper influence, we do think that the Government 
should be required to pay this commission because, after all, it is an add€@d element 
of cost, where the so-called 5-percenter or the man who gets the contract performs 
no useful service, even though he does not use improper influence.” Also see para- 
graph 15-205(d) of the Armed Services Procurement Regulation. 

83 See statements of Kline and Davis, supra note 32. 

84 S.Rep.No. 1232, supra note 39, at p. 4, and at p. 6: “To reiterate, the fee ar- 
rangement is very apt to characterize the relationship between the businessman 
and his representative. If it is obviously excessive, then the bill of goods that was 
sold undoubtedly was influence.” See also note 48 supra. 

85 44 C.F.R. § 150.3 (Supp. 1956). 

86 44 C.F.R. § 150.5(e) (2) (i) (Supp. 1956). 

87 “Business seeks profit, and a businessman normally will not pay a man more than 
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to commercial (non-Government) business. In evaluating reason- 
ableness of the fee, there should be considered services of the agent 
other than actual solicitation, as for example, technical, consultant 
or managerial services, and assistance in the procurement of essen- 
tial personnel, facilities, equipment, materials or subcontractors for 
performance of the contract. 


H. Selling the Product on its Merits 


In the business world the marketing of products is generally en- 
trusted by most concerns to experienced sales people who are given 
considerable training not only in the art of salesmanship but in the 
quality and characteristics of the product to be sold. The product 
should sell itself if the salesman knows its merits. The Regulation 
accordingly provides that “the selling agency should have adequate 
knowlege of the products and the business of the concern repre- 


sented, as well as other qualifications necessary to sell the products 
or services on their merits.”** 


As stated by the Investigations Subcommittee of the Senate Ex- 
penditures Committee, in its January 18, 1950 report:® 


Usually when a businessman selects a bona fide representative he 
selects someone who knows something about the business.—lf the 
parties intend legitimate representation, the representations normally 
will have some familiarity with the products with which he will 
deal. If the representative has no familiarity with the product in- 
volved and no qualifications to deal with it, his employment is 
questionable. 


I. An Established Concern 


The exception from the prohibition speaks of an “established” 
selling agency. The Regulation provides: 


It should appear that the agency is an established concern. The 
agency may be either one which has been in business for a consid- 
erable period of time or a new agency which is a presently going 
concern and which is likely to continue in business as a commercial 
or selling agency in the future. The business of the agency should 
be conducted in the agency name and characterized by the custom- 
ary indicia of the conduct of a of a regular business. 


he is worth. Put it another way, he ‘will not pay not ay more than it would cost him to 
get equivalent services from someone else. . om O Rep. No. 1232, note 39 supra, at 3-4. 
(Authors’ note.) 

88 44 C.F.R. § 150.5(e) (2) (ii) (Supp. 1956). 

89 S.Rep.No. 1232, note 39 supra, at 3. 

90 44 C.F.R. § 150.5(e) (2) (iv) (Supp. 1956). 
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One of the problems facing the Regulation drafting committee 
was the question of how to treat, as a matter of principle, the word 
“established” in the exception to the prohibition. A concern which 
is long in existence presented no problem. What of the concern 
established but recently which, however, had all the other qualifica- 
tions? It was felt that the history of the covenant did not require 
that a monopoly be given to long established concerns. Accordingly, 
a new agency, definitely in existence and likely to continue should 
qualify. Again, if a concern had to be long established as a selling 
agency prior to doing business with the Government then obviously 
it would have had to comply with a prerequisite of some period of 
selling to other than the Government. Yet the words “with other 
than the Government” were specifically and intentionally stricken 
out from the covenant in 1924 and the 1927 form of the covenant as 
approved by the President in Standard Form 32, omitted these words.” 

The Regulation accordingly gives practical recognition to these 
considerations and looks upon an agency as established when it is 
either “for a considerable period of time” or a new agency which 
is “a presently going concern and which is likely to continue in 


business . . . in the future.” It must also “be conducted in the agency 
name and characterized by the customary indicia of the conduct of 


a regular business,” as distinguished from the “hotel lobby” type of 
operation.” 


J. Continuity of Relationship 


The Regulation provides: ** 


There should ordinarily be a continuity of relationship between 
the contractor and the agency. The fact that the agency has repre- 
sented the contractor over a considerable period of time is a factor 
for favorable consideration. It is not intended, however, to dis- 
qualify newly established contractor-agent relationships where a 
continuing relationship is contemplated by the parties. 


* 


This factor is perhaps the most controversial of all those listed. Its 
purpose is to explain the phrase in the exception, “maintained by 
the contractor for the purpose of securing business.” The latter 
clause has been the subject of varied interpretations by the courts. 


91 See section II supra. 
92 See S.Rep.No. 1232, note 39 supra, at 3, H.R.Rep.No. 2056, note 19 supra. 
93 44 C.F.R. § 150.5(e) (2) (iii) (Supp. 1956). 
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The following discussion of judicial opinion outlines the problem 


confronting the drafters in attempting to provide guidance related 
to the phrase in question. 


In Reynolds v. Goodwin-Hill Corp.,* an agent employed “gen- 
erally to drum up business,” as distinguished from employment of 
the agent to procure a specific contract was said to be “maintained 
by the contractor,” and therefore unobjectionable. In Bradley v. 
American Radiator and Standard Sanitary Corp.,® the court sub- 
scribed to the concept of the Reynolds case stating that: 


It is true that the pronouncement [in the Reynolds case] was a 
dictum, but we still think it was a correct interpretation of the 
Executive Order. . . . Moreover, the use of the words, “Maintained 
by the contractor” suggests an intention to restrict the exception 
to continuing relationships between the contractor and his agent. 


In each of the foregoing cases, the agent was compensated on a com- 
mission or contingent fee basis. 


A more restrictive view, however, was expressed in United States 
v. Paddock®* where the Court held that one supported exclusively by 
contingent fees could not have the benefit of the exceptive clause: 


One does not come within the exception to the warranty who 
merely receives a contribution to the support of its agency in the 
form of a contingent fee. 


The primary decision on this item turns upon the meaning of the 
word maintained; for present purposes, it is the key word in the 
exception. If the word is given its usual and ordinary acceptation, 
and interpreted in the spirit of the order, the exceptive class of 
procurement agencies is limited to those maintained by the contrac- 
tor in good faith for the purpose of securing business. To maintain 
here (according to the dictionary) means to keep in a particular 
state or condition; to sustain; to keep possession of; to hold and 
defend; not to surrender or relinquish; to bear the expenses of; to 
support; to keep up; to supply with what is needed. Consequently, 
a procurement agency, employed merely on contingent fees to 
secure war contracts, did not meet the test prescribed by the ex- 
ceptive clause. . . . [Emphasis added.] 








94 154 F.2d 553 (2d Cir. 1946). 
95 159 F.2d 39 (2d Cir. 1947). 


96178 F.2d 394 (Sth Cir. 1949), reh. den., 180 F.2d 121 (1950), cert. denied 340 
U.S. 813. 
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However, and this we believe to be most significant, in denying a 
motion for a rehearing,®*’ the same court modified its definition of 
“maintained,” stating: 


After further careful consideration, we think that the interpre- 
tation of the exceptive clause in the warranty contended for by 
appellee would nullify the warranty, which certainly was not the 
intention of the parties. The purpose of this exception, as indicated 
by the word “maintained” was to allow contractors to continue 
the existence of something already in use, not to introduce a special 
method of securing government contracts. The idea ordinarily 
conveyed by the phrase “to maintain” is not to provide or construct 
something new, but to preserve free from change a method of doing 


business to which the party has been accustomed. . . . [Emphasis 
added. | 


Thus even in the Paddock case the concept of requiring support 
other than exclusively by contingent fee was abandoned in favor of 
the continuity concept. 

The rationale indicated in the first opinion of the Court in the 
Paddock case was considered and rejected by the drafters of the 
Regulation. The second opinion came closer to the Reynolds case, 
and, incidentally, to the position taken by the Comptroller General® 
who had construed the word “maintained” in the context of the 
covenant as meaning “to practice as a matter of habit or custom.” 

In Beach v. Illinois Lumber Manufacturing Company, following 
the Paddock case, the Court found that the agent who had been re- 
tained to obtain government business for the contractor on a con- 
tingent fee basis was also engaged in representing a number of other 
contractors for the purpose of securing business from the Govern- 
ment and from other sources. “His employment was not to secure 
a specific contract with the Government but to drum up business 
generally. .. .” Confronted with the opinion rendered in the Pad- 
dock case, the Court sought to distinguish the case before it on the 
facts and observed that: 


To hold that all expenses and sole support of the procuring party 
must come from the Contractor is in effect to hold that only the 
Contractor itself, acting through its employees or departments, is 
within the exception. .. . 


97 See sbid. 
98 22 Comptr.GEN. 124 (1942). 
99 92 F.Supp. 564 (E.D.IIl. 1949). 
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It concluded that such an interpretation would “render meaningless 
the phrase ‘bona fide established commercial or selling agencies.’ ” 

In its report entitled “The 5-Percenter Investigation,” the In- 
vestigations Subcommittee of the Senate Expenditures Committee, 
after extended hearings on this subject, stated that there were certain 
tests which indicated a bona fide relationship and gave as an example 
that “Generally, a bona fide relationship between a business and its 
representatives will have some continuity. In the nature of things 
a legitimate representative of business will normally represent the same 
clients over a period of time.” 

The factor of “continuity of relationship” as giving meaning to the 
exception, including the word “maintained,” was thus provided for 
in the Regulation because it found support in judicial opinion, was 
recommended in a congressional report after comprehensive hear- 
ings on the subject of “influence in government procurement” and 
because it was consistent with the administrative practices of the 
executive agencies as reflected in the historical development of the 
clause. 

In light of the above, it would seem that a recent article’ failed to 
appreciate the significance of the “continuity” factor when it criti- 
cized the Regulation on the ground that it practically ignores the 
word “maintained” in the exception and, thus impliedly, that in- 
sufficient consideration or guidance had been furnished on the mat- 
ter. The article cited does not take into account the purpose of the 
Regulation to serve as a practical instrument for day to day evaluation 
of relationships and the fact that it intentionally sought, by reciting 
principles and criteria, to avoid the pitfalls of precise definition.’ 
In so doing the Regulation followed congressional thinking as ex- 
pressed in the congressional documents heretofore cited. 








100 See S.REp.No. 1232, note 39 supra. 

101 4] Corne.y L.Q. 399, 406 (1956). 

102 The article cited also appears to overlook the fact that a definite sum, payable 
in any event to the agent, which supposedly would meet the most rigid construction 
of “maintained,” does not eliminate the evils of the influence peddler, nor does it 
eliminate the “excessive fee” problem. For one thing, many of the cases investigated 
in connection with the World War II hearings involved cases where the agents’ 
compensation included fixed retainers or amounts payable in any event, whether or 
not contracts were secured. Also, as was pointed out in Hearings on H.R. 1900, 
note 17 supra, at 7, some persons were even employed on a salary equal to “the exact 
amount of commissions that they had prospects of in the future.” There are many 
other illustrations possible to show that a strict construction of the word “main- 
tained” offers no panacea for the evils of the influence peddler. 





156 THE GEORGE WASHINGTON LAW REVIEW 


K. Sales Agency for Government Business Only 
The Regulation provides: '* 


The fact that a selling agency confines its selling activities to 
the field of Government contracts does not, in and of itself, dis- 
qualify it under the covenant. The fact, however, that the selling 
agency is employed to secure business generally, that is, to represent 
the concern in connection with sales to the Government as well 
as regular commercial sales to non-Government activities is a factor 
entitled to favorable consideration in evaluating the case as one 
coming within the authorized exception. Arrangements confined, 
however, to obtain Government contracts, particularly those in- 
volving a selling agency organized immediately prior to or during 
periods of expanded procurement resulting from conditions of na- 
tional emergency, must be closely scrutinized. 


In dealing with this subject, the Regulation thus probably allows 
more flexibility in evaluating the propriety of arrangements than do 
some court decisions. While it provides that the fact that the sales 
agency is employed to obtain commercial (non-governmental) as 
well as government business, will be considered a favorable factor 
in evaluating the case as coming within the exception from the cov- 
enant, it also states that the fact that the selling agency confines its 
activities to governmental business does not automatically disqualify 
it, but that any such arrangements confined to obtaining government 
business, especially during periods of expanded business activity of 
the Government resulting from conditions of national emergency, 
should be carefully scrutinized. 

There is ample judicial and administrative support for the propo- 
sition that the phrase “maintained by the contractor for the purpose 
of securing business” encompasses “employment to drum up business 
generally,” and that it is not fulfilled where there is employment 
to obtain a specific government contract. On the other hand, there 
was no authoritative federal court decision at the time the Regulation 
was drafted, on the question whether a contingent fee agreement to 
drum up government business, as distinguished from drumming up 
business generally, was violative of the covenant. 

From careful analysis of the historical development of the clause 
it was felt that such a restrictive interpretation was not only unwar- 
ranted but that it would actually run contrary to the intent as re- 


108 44 C.F.R. § 150.5(e) (2) (v) (Supp. 1956). 
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flected in the development of the present language of the covenant. 
It has heretofore (section II G. supra) been pointed out that the clause 
in 1923 read in part as follows: “This warranty shall not apply to 
commissions payable by contractors upon contracts or sales secured 
or made through bona fide established commercial or selling agencies 
maintained by the contractor for the purpose of securing business 
with others than the United States.” It was then proposed that the 
italicized words be deleted to give recognition to the need of 
many important and responsible concerns which maintained Wash- 
ington offices, both from the standpoint of the contractor and the 
Government. As previously indicated (in section II H. supra), the 
deletion was approved in 1924 and the covenant thereafter modified 
accordingly. The continued use of the covenant, as so amended, 
both as a matter of administrative policy and congressional inten- 
tion, could only be constructed as sanctioning the objective of the 
amendment. 

Notwithstanding the criteria applicable to the exception, as pre- 
scribed by the Regulation, in the case of Le John Mfg. Co. v. 
Webb,’ the Court of Appeals for the District of Columbia Circuit 
in 1955, said that there was a big difference between being “employed 
generally to drum up business for the Contractor” and being em- 
ployed solely to “drum up” government business. It would appear 
that the court did not take into account the historical development 
of the clause." Also, no mention was made by the court of the 
Regulation on the subject. Accordingly, the Court may have been 
unaware of the Regulation, or, if aware, decided that it did not 


apply since the agent’s agreement and selling activity occurred prior 
to the effective date of the Regulation. 


L. Fees for Information 


One method used by some agents to circumvent the covenant’s 
prohibition had been to avoid direct contact with procurement of- 
fices, and thus to contend that their services did not amount to 
soliciting or securing the contract. Others, learning of a government 


104 222 F.2d 48, 51 (D.C.Cir. 1955). 

105 Assistant Attorney General Holland, in his letter of February 8, 1924 (section 
II H. supra), approving deletion of the words “with others than the United States,” 
went on to say, “[Col. Walton] believes that there should be no distinction between 
the bona fide established commercial or selling agency of a contractor which is main- 
tained for the sole purpose of securing business with the Government and that of 


one which happens to find a market in Washington, D.C., with others than the 
Government.” 
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requirement sought to peddle the information for a contingent fee. 
To block the loophole in using these techniques, the Regulation pro- 


vides: 1 


Contingent fees paid for “information” leading to obtaining a 
Government contract or contracts are included in the prohibition 
and, accordingly, are in breach of the covenant unless the agent 
qualifies under the exception as a bona fide employee or a bona fide 
established commercial or selling agency maintained by the con- 
tractor for the purpose of securing business. 


M. Attorneys and Public Relations Consultants 


In both the 1949 Senate hearings’ and the 1951 Senate hearings’® 
the question of the application of the covenant to attorneys was 
raised. The Regulation makes it clear that the disclosure procedure 
applies to attorneys, public relations consultants or persons with 
any special or professional title so long as they are used to secure 
government contracts.’ 


V. Errecr To Be Given THE REGULATION 


What legal effect is to be given the Regulation, in view of the 
history, development and prior conflicting treatment of the Cov- 
enant? There are some fundamental rules which should have appli- 
cation here. 

One principle which is well established is that construction given 
to a statute by those responsible for carrying it out, is entitled to 
great weight and ought not to be overruled without cogent reasons, 
and administrative interpretation is of controlling weight unless 
plainly erroneous."® Rules and regulations promulgated by an agency 
head within the scope of his statutory authority have the force and 
effect of law." In interpreting legislation, great weight must be 
accorded not only to congressional action which involves interpre- 
tation of prior legislation, but also to opinions expressed by yuembers 
of committees having jurisdiction over legislation and members of 





106 44 C.F.R. § 150.5(f) (Supp. 1956). 

107 1949 Hearings, note 29 supra, at 613 and 621. 

108 1951 Hearings, note 29 supra, at 15. 

109 44 C.F.R. § 150.7(c) (Supp. 1956). 

a Bowles v. Mannie & Co., 155 F.2d 129 (7th Cir.), cert. den., 329 U.S. 73% 


). 
111 Atchison, T. &. S.F.Ry.Co. v. Scarlett, 300 U.S. 471 (1937); Maryland 
Casualty Co. v. United States, 251 U.S. 342 (1920); 42 Am. Jur., Public Admin- 
istrative Law, § 102 (1942). 
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government agencies who carry out the programs." Also, where 
an agency has the statutory authority of defining statutory terms, 
it is not bound by common-law standards or definitions.*** 


VI. Feperat Pustic Po.icy 


It is appropriate at this point to consider the effect of the Regula- 
tion as expressing a federal public policy. It has been pointed out 
in a recent study that there are at least three different state common- 
law rules addressed to the propriety of arrangements for obtaining 
contracts from state or federal governments."** Under one rule the 
factor of contingency in compensation is irrelevant, the question 
turning on whether improper influence or corrupt means were con- 
templated or used.’** Some cases have adopted the strict “tendency 
doctrine” of the Providence Tool Co. case in which the use or con- 
templation of improper influence is irrelevant and the question is 
the “corrupting tendency” of the agreement.* As the study referred 
to observes,’? most states follow an intermediate position in which 
all elements involved, including the contingency factor, are considered 
in determining whether a particular arrangement is proper.’® 


It is this latter position which is closest to the federal viewpoint 
as expressed in adnfinistrative rulings and congressional expressions 
of intent or interpretation, and which finds support in court decisions. 
This is the position taken in the Regulation which provides for con- 
sideration of all of the factors specified and indicates that “the con- 
clusions to be reached in a given case will necessarily depend upon 


112 United States ex rel Chapman vy. F.P.C., 191 F.2d 796 (4th Cir. 1951), afd, 
345 U.S. 153 (1953). 


113 Contract Steel Carriers v. United States, 128 F.Supp. 25 (N.D.Ind. 1955), 
aff'd, 350 U.S. 409 (1956). 


114 See 69 Harv.L.Rev. 1280, 1284 (1956). 


115 Gendron v. Jacoby, 337 Mich. 150, 59 N.W.2d 128 (1953) ; Beaters v. Durkee 
Marine Products Corp., 180 Misc. 1049, 40 N.Y.S.2d 448 (Sup.C t. 1943). For 
general discussion of the common-law rules, see 6 WILLISTON, Ae §§ 1729, 
(aa) (rev. ed. 1938); Annot., 148 A.LR. 768 (1944) ; Annot., 46 A.L.R. 196 


116 Hardesty v. Dodge Mfg. Co., 89 Ind.App. 184, 154 N.E. 697 (1927) ; Davidson 
v. Button Corp., 137 N.J.Eq. 357, 44 A.2d 800 (Ch. 1945), aff'd, 138 N.J.Eq. 113, 
46 A.2d 787 (Ct. Err. & App. 1946). 

117 69 Harv.L.REv. 1280, 1284 (1956). 


118 Noble v. Mead-Morrison Mfg. Co., 237 Mass. 5, 24, 129 N.E. 669, 674 (1921) ; 
Glass v. Swimaster Corp., 74 N.D. 282, 21 N.W.2d "468 (1946) ; Stone v. William 
Steinen Mfg. Co., 22 N.J.Misc. 353, 39 A.2d 241 (Cir.Ct. 1944), aff'd 133 N.J.L. 
16, 42 A.2d 268 (Sup.Ct. 1945), aff'd, 133 N.J.L. 593, 45 A.2d 486 (1946). 
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a careful evaluation of the agreement and other attendant facts and 
circumstances.”*?® 

The attitude of state courts to the existence of a “federal law” 
varies. Some take the position that state law governs.’*° Others 
recognize a federal common law or federal public policy.’ 

Certainly, the need for uniformity in this important field strongly 
suggests the desirability that all courts follow a uniform approach 
by applying the federal rule in all cases involving the obtaining of 
federal government contracts.’ The court in Mitchell v. Flintkote 
Co.** aptly expresses this concept: 


Order No. 9001 states a federal rule of public policy and federal, 
not state, law governs its applicability. The “checker-board” pat- 
tern imposed by Erie R. Co. v. Tompkins is necessarily unsuited to 
matters subject to federal regulation, and hence state law does not 
control the disposition of suits which, although they are between 
non-governmental parties and are brought in a federal court on the 
basis of diversity of citizenship, involve interpretation or applica- 
tion of federal law.!*4 


Any other view will result in anomalies and incongruities. For 
example, a federal court or a federal agency in the course of contract 
administration, might sanction a contingent fee arrangement, whereas 

_ 








11944 C.F.R. §150.5(e)(2) (Supp. 1956) and the related material under sub- 
section IV E supra. 

120 Gendron v. Jacoby, 337 Mich. 150, 59 N.W.2d 128 (1953); Beck v. Bauman, 
187 App.Div. 774, 175 N.Y.Supp. 881 (1st Dep’t 1919); Leahy v. Brooklyn Water- 
front Terminal Corp., 272 App.Div. 781, 69 N.Y.S.2d 596 (2d Dep’t 1947). 


121 Mitchell v. Jones, 104 Colo. 62, 88 P.2d 557 (1939); Leahy v. Brooklyn 
Waterfront Terminal Corp., supra note 120 (alternative holding). But see Hardesty 
v. Dodge Mfg. Co., 89 Ind.App. 184, 154 N.E.697 (1927); Charles H. Steffey, Inc. 
v. Bridges, 140 Md. 429, 117 Atl. 887 (1922). 

122 See 69 Harv.L.Rev. 1280, 1285 (1956). 


128 185 F.2d 1008 (2d Cir. 1951), cert. denied, 341 U.S. 931. 


124 The application of federal law to federal government contracts has been the 
subject of considerable thought. The general principles laid down by the United 
States Supreme Court are very broad. See Clearfield Trust Co. v. United States, 
318 U.S. 363 (1943) and United States v. Allegheny County, 322 U.S. 174 (1944). 
It is the application of these principles which has given ground for differences 
in views. See Priebe & Sons, Inc. v. United States, 332 U.S. 407 (1947) ; Cudahy 
Packing Co. v. United States, 109 Ct.Cl. 833, 75 F.Supp. 239 (1948) ; Rhode Island 
Discount Co. v. United States, 118 Ct.Cl. 262, 94 F.Supp. 669 (1951) ; Hadden Vv. 
United States, 132 Ct.Cl. 529, 130 F.Supp. 401 (1955). On this general subject see 
Pofcher, The Choice of Law, State or Federal, in Cases Involving Government Con- 
tracts, 12 La.L.Rev. 37 (1951); Note, Clearfield: Clouded Field of Federal Common 
Law, 53 Cotum. L.Rev. 991 (1953); Cuneo, Disputes Between Subcontractors and 
Prime Contractors under Government Contracts, 16 Fep.B.J. 246, 259 (1956). See 
also, Steele, Choice of Law, State or Federal in Government Subcontracts, 16 Feo. 
B.J. 202 (1956) and cases therein cited, and Note, 69 Harv.L.Rev. 1280, 1284-1286 
(1956). 
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a state court in connection with litigation for the agent’s commission, 
could hold the arrangement invalid as against state “public policy.” 
On the other hand, another state court might allow recovery by an 
agent under his contingent fee contract where a federal court holds 
the contractor in breach of the covenant on the basis of the same 
contingent fee contract. Again, the same federal court may apply 
a state “public policy” view to an arrangement only to be faced with 
having to express a diametrically opposite view when the case comes 
up involving the United States as a party. 

It is believed that the Regulation on the subject of contingent fees, 
prescribed pursuant to law for Government-wide application, and 
based upon administrative rulings, strong expressions of congressional 
view, and authoritative judicial pronouncements, should be deemed 
to constitute and express the public policy of the United States with 
respect to all cases involving the procurement of contracts from the 
United States Government regardless whether the case arises in the 
federal courts or state courts, and regardless whether the United 
States Government is itself a party.’ 


VII. ConcLupInc OBSERVATIONS 


We have thus described the required use of the Covenant Against 
Contingent Fees in federal government contracts; traced its origin and 
historical development; and explained the background of divergent 
thinking which has attended its administrative, judicial and congres- 
sional construction. The significance and effect of the Regulation 
can be better understood with this background. The Regulation, 
as we have seen, was designed to achieve uniformity in contract 
administration and enforcement. This purpose will not have been 
fully served, however, until there is uniformity in judicial construc- 
tion by both federal and state courts. 








125 Positive congressional thinking, harmonious with the regulation criteria, in 
such congressional documents as S.REP.No. 1232, note 39 supra, could not, it would 
seem, be ignored by the courts, particularly in the light of previous conflicting in- 
terpretations. 





AUTHORITY OF GOVERNMENT CONTRACTING 
OFFICERS: ESTOPPEL AND APPARENT 
AUTHORITY 


Jobn A. Mclntire* 


I. INTRODUCTION 


sovereign in the market place has left behind his royal robes 

and deals under the rules of commercial law. Similar terms 
have been used to dramatize the legal conclusion that a Govern- 
ment’s contractual relations and obligations are to be adjudicated 
(where consent to suit has been given)’ according to the principles 
of law applicable to commercial contracts between private persons.? 
On the other hand it has also been observed that “persons must turn 
square corners when dealing with the Government.” * Such figures 
have been used as literary embellishment of judges’ opinions. How 
far do they in fact describe basic legal doctrine? They obviously 
point in different directions. The burden of this article will be a 
consideration of typical cases in which such expressions frequently 
appear, namely, those dealing with adoption or rejection of com- 
mercial rules in the interpretation of the authority of contracting 
officers representing the Government. 


While this article may be considered as propaganda for the busi- 
nessman’s point of view in his dealings with the Government, the 
conclusions reached can only be acceptable if they also afford ade- 
quate protection to the interests of the government institutions, af- 
fecting as they ultimately do the taxpayer’s purse. 








* Chairman, Civilian Lawyer Career Committee, Dept. of the Army; Professorial 
Lecturer, The George Washington University ; formerly member Appeal Board, Office 
of Contract Settlement; formerly General Counsel, Armed Services Textile,and Ap- 
parel Agency. A.B. 1928; LL.D 1954, Wittenberg College; LL.B 1931, University of 
Cincinnati. Admitted to the bars of the District of Columbia, Ohio and the U.S. 
Supreme Court. 


1 See Ellison, The United States Court of Claims: Keeper of the Nation’s Conscience 
for One Hundred Years, 24 Geo.Wasu.L.Rev. 251 (1956). 


2 Bank of United States v. Planters Bank of Georgia, 22 U.S.(9 Wheat.) 904 (1824). 
Cf. Lynch v. United States, 292 U.S. 571 (1934). 


3 Rock Island, A. & L.R. Co. v. United States, 254 U.S. 141, 143 (1920); see also 
Federal Crop Ins. Corp. v. Merrill, 332 U.S. 380, 385 (1947). 
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Il. THe ComMERcIAL VIEW 


The power of the United States to enter into contracts has been 
described as one inherent in the corporate personality of the Govern- 
ment as a sovereign even without the benefit of positive authorization 
by law.* The Constitution of the United States contains numerous 
passages at least admitting of a fair implication of authority to under- 
take contractual obligations and benefits as an appropriate means to 
accomplish authorized ends.° The Supreme Court has repeatedly said 
that when the United States becomes party to a contract it is subject 
to the commercial rules of law.* These considerations all give legal 
support and comfort to the businessman’s view that his deal with the 
Government can be viewed as any other transaction in the course of 
his business with private customers. Public announcements of gov- 
ernment procurement agencies foster this naive approach. Manufac- 
turers and suppliers are invited to deal with the Government with the 
assurance expressed that they need no special representation or per- 
sonal knowledge of government procedures in order to conduct a 
profitable business with the Government—that these procedures are 


quite simple and will be fully explained by the government agency 
dealt with.” 


III. THe Square Corners 


A rude awakening takes place, sometimes too late to avoid economic 
disaster for the small businessman, when it is discovered that efforts 
toward simplification of government procurement procedures have 
not been entirely successful and that, according to the basic doctrine 
applicable to public agents, representations by government personnel 
on behalf of the Government, if not in fact authorized, are not bind- 
ing. A businessman under ordinary commercial law is protected in 
his reliance on the apparent authority of those with whom he deals in 
a representative capacity.® A principal may be bound by the acts of a 





4 United States v. Tingey, 30 U.S.(5 Pet.) 115 (1831). 

5 U.S. Const. art. I, § 8, cl. 1, 2, 12, 13, 18; § 9, cl. 7; art. VI. 

6 United States v. Purcell Envelope Co., 249 U.S. 313 (1919); The Floyd Accept- 
ances, 74 U.S.(7 Wall.) 666 (1869) ; Lynch v. United States, 292 U.S. 571 (1934). 

7 See such pamphlets as How to Sell to the United States Army, A Pamphlet De- 
signed to Assist the Businessman (U.S.G.P.O. 1950) ; Follow Me, A Guide for Selling 
to the United States Air Force (1949) ; Selling to the Navy (U.S.G.P.O. 1951). 

8 Mecnem, Outiines or AGENCY § 235 (3d ed. 1923); O’Donnell v. Clinton, 145 
Mass. 461, 14 N.E. 747 (1888) ; 2 Am.Jur., Agency §§ 101-105 (1936) ; RESTATEMENT, 
AceEncy § 27 (1933). But cf. Whiteside v. United States, 93 U.S. 247 (1876). 
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person knowingly held out as an agent or by the acts of an agent 
giving the outward appearance of authority regardless of precise 
limits on the authority actually conferred.® A principal may be bound 
even in the absence of any authority at all as between the principal 
and the assumed-to-be agent.’® A person because of his conduct or 
misrepresentations may even be estopped to deny the existence of 
authority relied upon in certain instances." 


In interpretation of authority to act on behalf of the Government, 
however, the doctrine has become deeply rooted that neither the 
doctrine of apparent authority.nor of estoppel has any application. 
The logic of the position is elementary. Apparent authority and 
estoppel must both be predicated on a reliance by the party asserting 
the right. The authority of a public agent or officer must be found 
in a public statute or a proper delegation pursuant thereto. Since all 
persons are “presumed to know the law,” or to have official notice of 
its content, no one is justified in reliance on any appearance or repre- 
sentation of authority to act for the Government contrary to that 
which is contained in the law itself. In addition to the necessity for 
finding initial authorization pursuant to positive statutory provisions, 
restrictions and limitations on an authority otherwise established must 
be taken into account under the same doctrine of constructive notice. 
For example under the Constitution itself no sum is payable from the 
Treasury except pursuant to an appropriation made by Congress.” 
While this restriction applies to disbursement of funds from the 
Treasury and has been held not necessarily to preclude the existence 
of a contractual obligation in the absence of an appropriation of 
funds, in some instances the lack of appropriation has spelled out 
lack of authority to contract. Under related statutes a contracting 
officer is forbidden to obligate the Government in excess of or in the 
absence of an appropriation sufficient to cover the obligation.”* 


The first problem of one dealing with the Government, then, is a 
proper identification of the official representative authorized to act 
and the second, the extent and limitations on his authority. No mys- 
tic sign or even realistic indicia of emery | is in use as a snpte and 


9 RESTATEMENT, AGENCY §8 (1933); niall Cartage & Seiten Co. v. Cox, 74 
Ohio St. 284, 78 N.E. 371 (1906). 


10 Cowdrey v. Vandenburgh, 101 U.S. 572 (1879). 

11 Bronson vy. Chappell, 79 U.S.(12 Wall.) 681 (1870). 
12 U.S. Const. art. I, § 9, cl. 7. 

13 Rev. Start. § 3769; also 41 U.S.C. §11 (1952). 
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positive identification of an official contracting officer. A business- 
man must determine by reference to basic statutory law, applicable 
regulations, and authorized administrative delegations whether he is 
dealing with a person so empowered. When the transactions take 
place in a Government office the probability of usurpation of au- 
thority by an out-and-out imposter is very slight. Even here, of 
course, the limits of authority may be difficult of precise ascertain- 
ment. Businessmen daily take the risks of presuming without inquiry 
that the party dealt with in official surroundings has the official power 
he purports to exercise. They will probably continue to do so be- 
cause little difficulty arises from such a presumption. The risk is 
slight. In dealings at the contractor’s place of business, however, or 
off official premises by telephone or correspondence or even face 
to face, frequent occasion exists for an erroneous assumption that a 
zealous expediter, project officer, buyer, negotiator, inspector, resident 
agent, or other government employee with some official status is in 
fact a duly appointed contracting officer. Even where the private 
party has examined the applicable statutes, the published regulations, 
and a specific designation of an individual as a person empowered to 
act and is satisfied with the scope and authenticity of these documents, 
restrictions and limitations on the scope of the authority of the duly 
constituted official must also be considered and correctly interpreted 
as to their legal effect. 


IV. 





EXAMPLES OF TRADITIONAL CASES 


A. The Floyd Acceptances Case. 


The above principles were clearly applied and extensively de- 
veloped in the historic case of The Floyd Acceptances. In order 
to help finance the performance of contracts with the Government, 
the Secretary of War accepted drafts to the amount of $5 million 
drawn upon him by the contractor against the contractor’s right to 
payment upon completion of the work. In suits upon these drafts 
the basic issue was the authority of the Secretary of War to obligate 
the United States by his acceptance. In holding that the acceptance 
of the Secretary of War did not obligate the Government, the court 
found that there was no authority in the applicable circumstances for 
the execution of this kind of paper. While it was admitted that au- 


1474 U.S.(7 Wall.) 666 (1869). 
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thority to issue bills of exchange, even though not expressly con- 
ferred by statute, might arise as an incident to the exercise of some 
other power and come within a proper implication of authority, that 
was not the situation with respect to the drafts in question, which 
were in fact accommodation paper. 

Even if it were to be assumed that the Secretary of War had im- 
plied authority to execute such commercial paper in order to effec- 
tuate payment of a government obligation when due, an express 
statute prohibited payment of any contractual obligation in advance 
of performance and effectively precluded any reliance upon such an 
implication of authority here. The following paragraph from the 
opinion of the court presents a clear and concise analysis of the tra- 
ditional reasoning to this end (at 676): 


The answer, which at once suggests itself to one familiar with the 
structure of our government, in which all power is delegated, and is 
defined by law, constitutional or statutory, is, that to one or both of 
these sources we must resort in every instance. We have no officers 
in this government, from the President down to the most subordinate 
agent, who does not hold office under the law, with prescribed duties 
and limited authority. And while some of these, as the President, 
the Legislature, and the Judiciary, exercise powers in some sense 
left to the more general definitions necessarily incident to funda- 
mental law found in the Constitution, the larger portion of them are 
the creation of statutory law, with duties and powers prescribed and 
limited by that law. It would seem reasonavle, then, that on the 
question of the authority of the Secretary of War to accept bills of 
exchange, we must look mainly to the acts of Congress. 


B. The Filor Case. 


In another case, that of Filor v. United States, an agreement was 
entered into by a military officer on behalf of the United States to 
pay rent for the lease of land which was taken and used for the benefit 
of the United States. In holding that the United States was nog ob- 
ligated for the leasehold rental, the court found that no regulation of 
the Army or act of Congress invested the officer executing the agree- 
ment with authority to bind the United States, and that no approval 
of his act had been obtained from the official so authorized. In recog- 
nizing the fact that there had been reliance by the contracting parties 
on a representation of official authority and resulting benefit to the 


1576 U.S.(9 Wall.) 45 (1870). 
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United States, the court discussed and rejected the application of the 
doctrine of estoppel. The court stated that:* 


The doctrine of estoppel which the council invokes, has no ap- 
plication. . .. Their unauthorized acts cannot estop the Government 
from insisting on their invalidity, however beneficial they may have 
proved to the United States. If the petitioners are entitled to the 


compensation for the use of the property they must seek it from 
Congress. .. . 


C. The Appropriation Cases. 


In cases where the authority to obligate by way of contract is de- 
rived solely from an appropriation act authorizing the expenditure of 
a specific sum for a particular purpose, it has been consistently held 
that no payment can be made, and no contractual right may be as- 
serted in excess of the dollar limit of the sum appropriated.” In one 
instance, the only authority for a particular undertaking was a clause 
in an appropriation act providing the sum of $7000 for the purpose of 
constructing a macadamized road from the city of Vicksburg, Mis- 
sissippi, to the National Cemetery near that city to be expended 
under the direction of the Secretary of War."* 

On the other hand, a different result is reached where the authority 
limited by an appropriation is common to a group of contracts. 
Suppose a contract entered into on the assumption that funds were 
still available is questioned because it is discovered that the appropria- 
tion had been exhausted by prior obligations against it. The courts 
have reasoned to the conclusion that the exhaustion of such a general 
appropriation does not end the authority for a contractual obligation, 
since the information as to the status of the appropriation account is 
not available to contractors. The information depends on complex 
Treasury accounting systems not ordinarily available to or under- 
stood by other than the government experts. This conclusion, while 
a logical relaxation of the principles applicable to the authority of 
public agents, is quite consistent with the ordinary business rule 





16 Jd. ; cf. United States v. Russell, 80 U.S. (13 Wall.) 623 (1871) ; Claim of Day 
& Zimmerman, 22 Comptr.GEN. 784 (1943). While lack of authority of a government 
contracting officer, as any agent, may be cured by ratification, and this may be assumed 
from acceptance of benefits, lack of a public agent’s authority resulting from positive 
prohibition of law cannot be so cured. Filor, supra; Sutton v. United States, 256 U.S. 
575 (1921) ; Pan American Co. v. United States, 273 U.S. 456 (1927). 

17 John J. Shipman v. United States, 18 Ct.Cl. 138 (1883). 
18 Jd. ; 20 Stat. 242 (1878). 
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which permits reliance of a third party on representations by an 
agent, even if untrue, with respect to facts within the agent’s peculiar 
knowledge or control.” 


D. Cases of Discretion or Judgment. 


No one argues that a contracting officer has actual or implied 
authority to make false representations where he is empowered to 
make representations on behalf of the Government. Nevertheless, the 
Government is found liable where such misrepresentation has been 
made.”° Here again the authority to represent invites reliance by the 
private party on the agent’s statement. If, however, the facts can be 
checked objectively, it is a relaxation of the strict rules not to require 
such independent check. The courts and the Comptroller General 
have no difficulty with a conclusion that the authority to represent 
justifies reliance on the representation at face value. The position is 
also taken that determinations by a contracting officer within the 
scope of his discretion or in the exercise of his authorized judgment 
are binding obligations, even where such determinations prove to be 
and could objectively be ascertained to be erroneous. 


Implied authority may be rationalized as including the exercise of 
discretion and judgment, even that which is erroneous. On the other 
hand, it may be reasoned that the Government authorizes the exercise 
of a sound discretion and good judgment, and takes the risk of such 
obligation as may result from the reliance by a third party on the 
exercise of erroneous or misguided discretion or judgment, even 
though the agent is not authorized to make mistakes. Compounding 
confusion in these areas, some of the Comptroller’s decisions seem to 
adhere to a strict logic that the contracting officer’s determination, 
where his authority depends on facts, is limited to a correct de- 
termination of those facts, even where it may be argued that a certain 
amount of judgment or interpretation is inherent.” 

The position has been advocated that the Government shotild be 
bound by an agent’s apparent authority where the existence of that 
authority depends on a pure and simple fact, or upon an agent’s dis- 


19 Ferris v. United States, 27 Ct.Cl. 542 (1892); Schuler & McDonald v. United 
States, 85 Ct.Cl. 631 (1937). 


20 Christie v. United States, 237 U.S. 234 (1915) ; Hollerbach v. United States, 233 
U.S. 165 (1914). 


21 See 9 Comptr.GENn. 446 (1930); 16 Comptr.GENn. 98 (1936); 17 Comptr.GEN. 
373 (1937) ; 17 Comprr.GEen. 708 (1938) ; 13 Comptr.GENn. 274 (1934). 
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cretionary finding that a fact exists.2? Certainly if the agent’s au- 
thority depends upon the existence of a fact within the peculiar 
knowledge of the agent, that is, one which cannot be ascertained by 
independent investigation of a third party relying on his representa- 
tion, the agent’s representation as to the fact should be binding. It 
can further be argued that where the third person’s ignorance of the 
true state of facts is reasonable, that is, not capable of determination 
in the ordinary course of business or by ordinary prudent investiga- 
tion, the Government here also should take the risk of the representa- 
tion by the duly authorized officer as to the factual state. Though 
not unanimous or consistent, there is adequate precedent in the above 
judicial and administrative decisions to support such a conclusion. 


V. SwHort-Cuttinc THE SQUARE CoRNERS 


Several other cases decided either by the courts or by administra- 
tive tribunals illustrate variations on, if not departures from, the 
rigidity of the no-apparent-authority-no-estoppel rule. 


A. The Feltex Case. 


In the course of an appeal on a termination claim brought before 
the Office of Contract Settlement (O.C.S.) Appeal Board under the 
Contract Settlement Act of 1944, the issue was presented of the 
validity of a contract modification executed by a duly authorized 
contracting officer, but without any affirmative indication whether 
that officer had complied with the applicable procurement regulations 
requiring submission of the modification for the approval of higher 
authority.* The modification involved a promise to pay a higher 
fixed fee on a cost-plus contract than the Government was bound to 
pay under the agreement at the time of the modification. The sup- 
plemental agreement stated on its face that it was negotiated under 
the procurement powers conferred by the First War Powers Act of 
19414 and Executive Order 9001 of December 27, 1941,?5 authorizing 
the War Department to negotiate or modify contracts to facilitate 
the prosecution of the war with or without consideration. Procure- 


22 Pasley, Formation of Government Contracts, A Reply, 40 Corn.L.Q. 518 (1955) ; 
Stelzenmuller, Formation of Government Contracts, Application of Common 
Principles, 40 Corn. L.Q. 238 (1955). 


23 Feltex v. Dept. of the Army, 3 App.Bd.O.C.S. 226 (No. 293, 1949). 
2455 Stat. 839 (1941), 50 U.S.C. App. § 611 (1952). 
25 6 Fep.Rec. 6787 (1941). 
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ment regulations, however, required that any modification without 
consideration in the exercise of this power be submitted for approval 
by specified higher authority.” There was no consideration for the 
modification, and no affirmative statement on the contract or presented 
in evidence that the approval of higher authority had been obtained. 
In sustaining the modification, the appeal board determined that, as 
the contract had been signed and delivered by the contracting officer 
without the approval of higher authority, he would have breached his 
official duty, had he not obtained approval. The appellant was given 
the benefit of a presumption that the contractor had complied with 
his duty, and had secured the proper approval in the absence of evi- 
dence to the contrary. Reliance in this connection was placed on an 
opinion of Chief Justice Marshall, that any public officer is presumed 
to have performed rather than violated his official duty.” 


Such reasoning as this may be relevant where similar presumptions 
are applicable and not rebutted by other available evidence. The 
basis of this decision as a rebuttable presumption of evidence, however, 
is not a principle admitting of very general application. It offers only 
a tenuous benefit to the contractor and places the Government under 
the difficult burden of establishing proof of a negative. On the 
other hand, the de facto position of the contractor who has relied on 
a representation, presumption, or even assumption that all requisites 
to a proper authority are in order, is the same regardless of the in- 
ternal facts which may be available by way of proof that the require- 
ments were not met. A broader principle might be devised for such 
a case following the lead of the general appropriation account cases. 
Where the limitation of authority depends on approval of higher 
authority or some internal clearance which may be obtained in a 
form not ordinarily available to a person outside the Government, 
the parties should not be held responsible for determining whether 
such a requirement has been met. Such a rule would reduce the 
limitation to mere internal significance similar to a secret limitation 
on the authority of a private agent.”* This rationalization is even 
consistent with the no-apparent-authority doctrine found in the con- 
structive notice of the public law on which the authority depends. 





26 10 C.F.R. 81.306 (Supp. 1943). 


27 Delassus v. United States, 11 U.S.(9 Peters) 303, 311 (1835); THroop, Pusiic 
Orricers § 558; 2 Am.Jur., Agency § 442 (1936). 


28 RESTATEMENT, AGENCY § 160 (1933); cf. Great Northern Ry. Co. v. O’Connor, 
232 U.S. 508 (1914). 
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No one can reasonably be presumed to know or be on notice of cir- 
cumstances as to which there is no opportunity to be informed and 
as to which there is no intent that they be communicated or made a 
matter of public record or notice. This is again the rationalization 
of the general appropriation account cases in the public law and is a 


well recognized area of the apparent authority doctrine in the private 
law of agency. 


B. The Fuller Case. 





Another case decided by the same statutory appeal board actually 
applied in such terms a principle of estoppel against the Government, 
citing the precedent of two earlier cases to the same result.” In the 
early stages of the application of the Contract Settlement Act of 
1944,*° providing for termination claims under war contracts, an er- 
roneous representation was made to a contractor as to the procedure 
to be followed in presenting his termination claim. In reliance on 
the representation by a government official, the contractor followed 
this procedure and allowed the time within which he might perfect 
his appeal properly under the Contract Settlement Act to expire. 
If his reliance on the erroneous advice did not relieve him of the con- 
sequences, his right to an appeal was thus barred. The Board con- 
cluded that the regulations** under the Contract Settlement Act pur- 
suant to the authorization contained in the act itself gave to respon- 
sible government officials authority and in fact a responsibility to 
assist contractors in the presentation of their termination claims. From 
this regulation it was concluded that the official was the authorized 
agent of the Government with respect to this particular transaction, 
viz. explaining the rights and procedures under the act, and that he 
acted within the scope of his authority in making the representations 
as to procedure which later proved to be erroneous. It is recognized 
that in one sense this was a representation of an interpretation of law, 
but on the clear authority of the two earlier cases it was determined 
that such a representation resulted in a situation in which the Gov- 
ernment was estopped from saying that the procedure represented 
should have been ignored and that the contractor should have fol- 









29 Fuller Mfg. Co. v. Dept. of the Army, 3 App.Bd.O.C.S. 20 (No. 229, 1948). 
30 58 Srart. 649 (1944), 41 U.S.C. § 101 (1952). 


81 Section 20(f) of Contract Settlement Act of 1944, supra note 30; Joint Termina- 
tion Regulation 147.1. 


82 Supra note 20. 
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lowed his own interpretation of the law at his own risk. The earlier 
cases of Walker v. United States** and United States v. Coast Win- 
eries,** in different factual settings, point to this same result. 


C. The Whike Case. 


A more recent decision of the Court of Claims goes even further, 
and if allowed to stand, may go far toward revolutionizing the doc- 
trine of the authority of the contracting officer. 

In the case of George H. Whike Constr. Co. v. United States, 
the Court of Claims held that the United States was estopped to deny 
the promissory representation of two parties neither of whom was 
the contracting officer, and upheld enforcement of the promise. In 
this case the contractor had bid on construction work, basing his bid 
on a 40-hour week. At about that time, Executive Order 9301°* was 
promulgated providing for a 48-hour week as a defense measure. The 
formal document presented to the contractor for his signature after 
the award had been made to him referred to the executive order and 
the 48-hour week. In a conference with the attorneys representing 
the contracting officer, who was absent, the contractor refused to 
sign the formal document until it should be modified by removal of 
the 48-hour week reference or by a letter assuring reimbursement 
for any overtime involved. The attorneys took the position that 
they could not make the modification on the contract or by separate 
letter, since the contracting officer was the only person authorized 
to make such a modification, and he was not available. They pro- 
ceeded, however, to assure the contractor that his bid on which the 
award was based protected him against any obligation to work more 
than a 40-hour week without extra compensation. In reliance on 
this representation the work was performed, and required work on a 
48-hour week basis for part of the time. Reimbursement for the 
overtime was denied. The court held as indicated above that a 
promissory estoppel required enforcement of the promise made by 
the attorneys representing the contracting officer in his absence.** 

83 Walker v. United States, 139 Fed. 409 (M.D.Ala. 1905). 

34 United States v. Coast Wineries, 131 F.2d 643 (9th Cir. 1942). 

85 Whike Constr. Co. v. United States, 140 F.Supp. 560 (Ct.Cl. 1956). 

86 Exec. Order No. 9301, 8 Fep.Rec. 1825 (1943). 

87 Cf. Appeal of Jarvis Mfg. Co., A.S.B.C.A. No. 1723 (26 Nov. 1954). (Govern- 
ment inspector not specifically authorized, held to be in effect a representative of the 
contracting officer in applying a higher than specification standard on inspection and 


to have in this capacity required a change under the changes article giving a right to an 
equitable adjustment. ) 
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This decision obviously goes far beyond any of the others referred to 
in this connection. First of all, the persons making the representation 
were attorneys negotiating on behalf of the contracting officer, and a 
serious question exists as to whether they were or could be identified 
as the contracting officer’s duly authorized representative to act in 
his place and with his authority. If such a conclusion is justified under 
the facts of this case, it is certainly a practice to be avoided, at least as 
to a matter not in litigation. It may be pointed out in this connection 
that the representation which was held binding on the United States 
in the Coast Wineries case was a representation, but by lawyers by 
way of stipulation in the course of their authorized conduct of matters 
in litigation. 

Passing this hurdle in the case, the kind of estoppel applied is clearly 
and admittedly promissory in nature, in which the Government is 
held responsible for a representation with respect to a future result, 
or in the alternative to an interpretation of law as applied to the 
documents incorporating the agreement between the Government 
and the contractor. No statutory or published administrative au- 
thority is apparent justifying the representation and reliance thereon 
by the third party comparable to the situation of the Fuller case. 
Such an interpretation raises the whole question which has been re- 
ceiving current attention of the Administrative Law Section of the 
American Bar Association on the need for statutory revision to au- 
thorize justified reliance on administration interpretation, and making 
such representation of the Government’s position when relied upon 
conclusive as to the Government’s position.** 


VI. 


The essence of these decisions is reliance—a justifiable expectation 
on the part of a contractor—protected at the expense of the Govern- 
ment. This result is reached in the several instances discussed, re- 
gardless of possible application of a strict rule spelling out no liability. 
Assuming established authorizations of a contracting officer to make 
representations or determinations, the contractor’s expectation is 
given effect as to representations (a) false when made, or (b) later 
discovered to be erroneous, or (c) illegal, where the illegality re- 
sulted from a circumstance within the peculiar knowledge of the 


CoNCLUSION 








38 Cf. Newman, Should Official Advice be Reliable?—Proposals as to Estoppel and 
Related Doctrines in Admimstrative Laws, 53 Cotum.L.Rev. 374 (1953). 
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officer, or not reasonably available to the contractor. In the last 
situation, authority to make the representation as to the peculiar 
circumstances seems readily implied as a result of the peculiar situa- 
tion even if not expressed. Where authority to represent is expressed 
or is reasonably implied, there seems to be no reason for distinguishing 
between a promissory representation and one of existing fact.*® The 
area in which a person will be deemed justified in reliance on an 
apparent authority to obligate the Government to a future promise 
or to make a conclusive interpretation of law, however, will remain 
uncertain. Even if the Court of Claims follows the W hike case, there 
is no assurance that the Comptroller General or the District Courts 
with concurrent jurisdiction will reach similar conclusions. 

Such results as have been described appeal to the businessman’s 
expectations and to an objective sense of justice. Without distracting 
from the ability of the common law to adapt itself by gradual growth, 
a statutory solution is probably desirable. Section 17 of the Contract 
Settlement Act of 1944,*° although currently inapplicable, is still on 
the books and deserves consideration for adaptation to current needs. 
The section states that: 


where any person has arranged to furnish or furnished to a contract- 
ing agency or to a war contractor any materials, services or facilities 
related to the prosecution of the war, without a formal contract, 
relying in good faith upon the apparent authority of an officer or 
agent of a contracting agency, written or oral instructions, or any 
other request to proceed from a contracting agency, the contracting 


agency shall pay such person fair compensation therefor. [Italics 
added. | 


Substitution for the italicized terms of the words “Government 
contractor any materials, services or facilities related to the execution 
of essential Government business’ would appropriately adapt this 
section to serve as permanent legislation. Decisions of the courts and 


particularly of the O.C.S. Appeal Board** are available as gufdes to 
the interpretation of the section. 





one RESTATEMENT, Contracts § 90 (1932); Wittiston, Contracts § 139 (Rev. Ed. 
1936). 


40 Supra note 30. 
41 The decisions of the Office of Contract Settlement Appeal Board were published in 
five volumes, now out of print but available in most law schools and established bar 


association law libraries. The section has also been construed by decisions of the 
Court of Claims and the Armed Services Board of Contract Appeals. 








THE GOVERNMENT BLACKLIST: DEBARMENT 
AND SUSPENSION OF BIDDERS ON 
GOVERNMENT CONTRACTS 


Paul H. Gantt* and Irving R. M. Panzer** 
I. InrTRoDUCTION 


ONSIDERABLE concern has been exhibited with respect to 

the procedures employed by government agencies leading to 
the debarment and suspension of bidders and contractors. Three con- 
gressional investigations,’ two articles by Professor Arthur S. Miller 
of Emory University Law School,? a speech by an Assistant General 
Counsel of the General Services Administration (GSA) at the con- 
vention of the Federal Bar Association in 1955,° a resolution of the 
Committee on Public Contracts, Regulations and Procedures of the 
D. C. Bar Association,* and changes in the Armed Services Procure- 


* Attorney-Advisor, Office of the Solicitor, Department of the Interior. J.U.D. 
1931, University of Vienna; B.C.L. 1942, William and Mary. Admitted to the bars 
of the District of Columbia, Virginia and the U. S. Supreme Court. 

** Member of Fischer, Willis and Panzer, Washington, D. C. B.S. 1937, New 
York University; LL.B. 1940, Harvard University. Admitted to the bars of the 
District of Columbia, New York and the U.S. Supreme Court. Opinions expressed 
in this article are solely those of the authors. The authors desire to express their 
appreciation for the cooperation extended to them by Messrs. O.K. Blanchard, John 
J. Courtney, Julius Silverstein, and Edward Weinberg. 

1 Hearings before a Subcommittee of the Senate Select Committee on Small 
Business, 83d Cong., 1st Sess. (1953); Hearings before the Subcommittee on De- 
fense Activities, House Committee on Armed Services, 83d Cong., 2d Sess. (1954) ; 
Hearings before Subcommittee No. 2 for Special Investigations, House Committee 
on Armed Services, 84th Cong., 2d Sess. (1956). 

2 Miller, Administrative Discretion in the Award of Federal Contracts, 53 Micu. 
L. Rev. 781 (1955); Miller, Uncle Sam’s Buyers Have a “Blacklist”, Purchasing, p. 
90 (April 1955). 

3 Harding, Debarment and Disqualification of Bidders on Government Contracts, 
speech before the Annual Convention of the Federal Bar Association, Washington, 
D.C., September 21, 1955. See also Welch, Penalties on Suppliers, speech before 
the Conference on Procurement of Paints, Federal Construction Council, National 
Academy of Sciences, Washington, D.C., November 28, 1956. 

4 Resolution adopted by Committee on Public Contracts, Regulations and Pro- 
cedures of the Administrative Law Section of the Bar Association of the District 
of Columbia, on March 22, 1956: = 

(1) No sanction should be imposed upon a contractor except after an administra- 
tive hearing conforming to the requirements of the Administrative Procedure 


Act ; . . . 
(2) Judicial review should be provided for administrative action resulting in the 
imposition of sanctions ; 
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ment Regulations (ASPR)* have brought into focus the problem of 
blacklisting.® 

No survey has been made since the Attorney General’s Committee 
on Administrative Procedure concluded in 19397 that “the penalty of 
blacklisting is so severe that its imposition may destroy a going busi- 
ness.” ‘That conclusion, in the opinion of the writers, is even more 
true in 1956, because of the immense expansion of government con- 
tract business in recent years. 


The writers, a government attorney and a private practitioner, 
have teamed up to survey, within limitations of time and space, the 
present status of debarment and suspension policies, and procedures 
of principal government agencies. As will be seen, the field is vir- 
tually uncharted. 


If Perkins v. Lukens Steel Company® still represents good law,’ the 
supplier of goods and services to the Government has no standing to 
contest an administrative action by the Secretary of Labor. No 
judicial precedents have been found giving bidders the right to sue 
on the ground that advertising statutes have been violated, in that the 
contract had not been let to the lowest bidder.’ 


(3) The sanction provided should not be automatic debarment from govern- 
ment contracts for a period of three years; the sanction should be in pro- 
portion to the violation found to have been committed. For violations in- 
volving extremely small amounts, the sanction should not be debarment 
but should be a fine in some multiple of the amount withheld; 

(4) The Comptroller General should either be entirely removed from the ad- 
ministrative proceeding and debarment listing or, if he is to continue to be 
involved, he should be given full authority and responsibility to make the 
judgment involved. 


5 ASPR Rev. No. 16, July 20, 1956. 


6 The origin of the term “blacklisting” is obscure. The first recorded use seems 
to have been made in 1692. “If ever Charles his Posterity recovers the crown... 
you are like to be put in the Black List.” Muitton’s Der. Pop., X Wks. 228. (Wash- 
ington Tr. 1851). 

T Attorney General’s Committee on Administrative Procedure, Division of Public 
Contracts 4 (1939, mimeographed monograph). 


8 310 U.S. 113 (1940). 


9% For a view that the Lukens Steel decision has been severely limited or overturned, 
see Miller, Administrative Discretion in the Award of Federal Contracts, 53 Micu. 
L.R. 781 (1955) at 799-809. Davis, ADMINISTRATIVE Law 682 (1951) queries: “De- 
spite the unanimity and clarity of the Lukens Steel decision, one may still wonder 
whether a supplier of goods to the Government may never have standing to challenge 
such an administrative regulation.” 

10 “Tt has been settled beyond controversy that most statutes governing the award- 
ing of bids [sic] by governmental agencies are enacted for the benefit of the public 
who are served by these agencies, and not for the benefit of the bidders, and, there- 
fore, that bidders have no right to sue on the ground that the provisions of such an 
Act have been violated, in that the contract had not been let to the lowest bidder.” 
Heyer Products Co. v. United States, 140 F.Supp. 409, 412 (Ct.Cl. 1956). In that 
case, despite the correct recital of the state of the law, the Court of Claims (two judges 
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In absence of judicial precedents, the decisions of the Comptroller 


General provide the only guidance in the field of debarment and 
suspension. 


II. DeEFrnrTIons 


No precise definition can be found in either statutes or regulations 
as to the meaning of the terms “ineligibility,” “debarment,” and “sus- 
pension.” The terms are frequently used interchangeably and re- 
ferred to by the colloquial catchall term, “blacklisting.” ** “Black- 
listing” seems to be particularly descriptive of what takes place when 
certain firms are prevented from receiving a government contract. 
The term is frowned upon in official government procurement par- 
lance, but at least in one instance it is used by the editors of the 
United States Code regarding “blacklisting contractors violating re- 
quirements” of the “Buy American” Act. 

To complete the color scheme, the term “graylisting” is occasion- 
ally used to describe “suspension” listings. 

One major procurement agency, the Atomic Energy Commission 
(AEC), entitles a chapter in its procurement manual “Disqualified 
Bidders.” The term “disqualification” is used to cover both debar- 
ment and ineligibility. 

For convenience the writers will use in this article the terminology 
employer by the ASPR™ which distinguish between: 


1. Debarment “for any cause.” This term will cover actions based 
on express statutory authority and on regulations; 


2. Ineligibility of bidders under section 1a of the Walsh-Healey 
Public Contracts Act;!* and 


3. Suspension “of bidders for alleged frauds or other criminal 
conduct.” 





dissenting) denied the motion of the Government to dismiss the petition on the 
ground that a bidder is entitled to recover the expenses of preparing his bid. The 
Court also held that an unsuccessful bidder cannot recover profits he would have 
made out of a contract, because he has no contract until his bid is accepted. The 
burden of proof required by the Court of Claims in the Heyer case can rarely be 
met. Judge Laramore bases his dissent on Martilla v. United States, 118 Ct.Cl. 177, 
(1950), which stated that the suit “founded on fraud would sound in tort, and it is clear 
that this court has no original jurisdiction of tort actions.” The Court also does not 
have jurisdiction on contracts implied in law. Merritt v. United States, 267 U.S. 338 
(1925). 

11 Miller, supra note 9, at 794. 

12 47 Srat. 1520 (1933), 41 U.S.C. § 10b (1952). 

13 ASPR 1-600. 

14 49 Stat. 2036 (1936), 41 U.S.C. § 35 (1952). 
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Ill. Srarutrory DEBARMENTS 


Only three statutes provide expressly the sanction of debarment: 
the “Buy American” Act, the Davis-Bacon Act, and the Walsh- 
Healey Public Contracts Act. All three statutes predate the forma- 
tive stage and the date of enactment of the Federal Administrative 
Procedure Act."® 


A. “Buy American” Act. 


The first statute to contain a debarment provision is the “Buy 
American” Act which was enacted on March 3, 1933.1® Pursuant to 
the Act, the head of an executive agency determines those persons 
and firms which have failed to comply with $ 3a of the “Buy Ameri- 
can” Act"? under any contract containing the specific provision re- 
quired by that section, and made by the agency for the construction, 
alteration, or repair of any public building or public work. Thus 
statutory debarment attaches only to contractors failing to comply 
with the “Buy American” clause of (what is commonly referred to 
as) construction contracts.’* The statute does not provide for man- 
datory debarment for failure of compliance with the “Buy American” 
provisions of supply contracts. 

As specified in the act, no construction contract may be awarded 
to persons or firms listed in the United States or elsewhere “within a 
period of three years after such finding is made public.” *® However, 
persons and firms so listed “may be awarded contracts and may be 
solicited for bids or proposals for other than construction, alteration 
or repair of public buildings or public works in the continental United 
States or elsewhere.” 7° 

Extensive research has failed to reveal any debarment listing by any 
government agency, including the Comptroller General, since the 
enactment of the Act in 1933. 








1560 Strat. 237, 918, 993 (1946), 61 Strat. 37, 201 (1947), 62 Strat. 99 (1948), 
5 U.S.C. § 1001 (1952). 


16 47 Stat. 1520 (1933), 60 Strat. 1352 (1946), 63 Star. 1024 (1949), 41 U.S.C. 
§ 10a-10d (1952). 

17 Jd. § 10b(2). 

18 Clause 17, U.S. Standard Form 23A. 

19 47 Start. 1520 (1933), 41 U.S.C. § 10b(b) (1952). 

20GSA Gen. Reg. No. 15 §4(1954); ASPR 1-603.2. 
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B. Davis-Bacon Act. 


The original Davis-Bacon Act of March 3, 1931, does not contain 
the debarment sanction.** The major amendment of August 30, 1935, 
to the statute” provides for the debarment of persons or firms who 
have “disregarded their obligations to employees and subcontractors.” 

The Davis-Bacon Act vests responsibility to find that such persons 
and firms have disregarded their obligations in the Comptroller Gen- 
eral of the United States,”* and not in the Secretary of Labor. By 
the act, the Comptroller General is “authorized” and “directed” to 
distribute a list to all departments of the Government containing the 
names of debarred persons and firms, and stating the effective date of 
the debarment. 

The act, and consequently the regulations, provide that “no con- 
tract shall be awarded to the person or firms appearing on this list 


... until three years have elapsed from the date of publication of the 
ee as 


C. Walsh-Healey Public Contracts Act. 


The Walsh-Healey Act vests two distinct responsibilities in the 


Secretary of Labor. 

Pursuant to § 1(a) of the Walsh-Healey Act,”® the Secretary of 
Labor is empowered to find persons and firms to be ineligible to be 
awarded contracts for the reason that they do not qualify as “manu- 
facturers” or “regular dealers.” *® Such persons and firms may not be 
awarded contracts in any amount exceeding $10,000*" for the cate- 
gories of materials, supplies, articles or equipment in which they have 
been declared ineligible. However, contracts may be awarded and 
bids or proposals solicited for:** 


(1) such materials, supplies, articles or equipment when the 
amount does not exceed $10,000; 








2146 Strat. 1494 (1931), 40 U.S.C. §276a (1952). 

22 49 Star. 1011 (1935), 40 U.S.C. § 276a (1952). 

23 49 Stat. 1011 (1935, 40 U.S.C. § 276a-2(a) (1952). 

24 Tbid. 

25 49 Strat. 2036 (1936), 56 Stat. 277 (1942), 41 U.S.C. §35(a) (1952). 

26 For an extensive discussion of problems involved in such determinations, see 
Gantt, Labor Provisions of Government Contracts and Subcontractors, 16 Fep.B.J. 
331, 358-360 (1956). 

27 The Walsh-Healey Act applies only to government contracts exceeding $10,000. 
See Gantt, supra note 26, at 354-356. 

28 GSA Gen. Reg. No. 15 § 4d (1954). Cf. ASPR 1-603.3. 
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(2) services regardless of amount; and 


(3) commodities in which not declared ineligible regardless of 
amount. 


Under § 3 of the Walsh-Healey Act,”* the Secretary of Labor for- 
wards to the Comptroller General for distribution to all government 
agencies, the names of persons and firms found by the Secretary of 
Labor to have breached any of the agreements or representations re- 
quired by the Walsh-Healey Act. Under § 3, the responsibility for 
establishing the violation rests with the Secretary of Labor. The 
Comptroller General has merely the ministerial duty of publishing the 
debarment in his list. Unless the Secretary otherwise recommends, no 
contracts can be awarded to such persons or firms on the list “until 
three years have elapsed from the date the Secretary of Labor de- 
termines such breach to have occurred.” *° 

If an employee who testified at a hearing in a matter of alleged 
violation of the Walsh-Healey Act is discriminated against or re- 
fused employment after such hearing, that fact will “weigh heavily” 
in the consideration of whether or not the Secretary of Labor will 
intervene to prevent the operation of the act.** Unless the Secretary 
of Labor so prevents, the act automatically makes the contractor in- 
eligible to receive government contracts for three years. 


CoNsEQUENCES OF VIOLATION OF STATUTORY DEBARMENT. During 
1950 the Secretary of Labor found that two partners, A and B, had 
violated the Walsh-Healey Act, and debarred them for three years. 
During the statutory debarment period, partner A submitted a bid 
under the name of firm C. The name of firm C was different from 
that under which the partners had been debarred, and, consequently 
the name of firm C did not appear on the published list of debarred 
contractors. The contracting officer awarded the contract “in ig- 
norance of the ineligibility” as “the individual names of the partners 
were not checked.” 

Firm C made substantial deliveries before the identity of firm C, 
composed of A and B, was discovered. The contracting officer ad- 
vised firm C that the award of the contract was “without warrant of 





29 41 U.S.C. § 37 (1952). 

30 [bid. Debarment dates to the Secretary’s findings and not to the date of findings 
of trial examiners. 33 Comprr. GEN. 63, 64 (1953). 

31 Rulings and Interpretations No. 3 of the Secretary of Labor under the Walsh- 
Healey Act, § 62(c). 
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law and has no force and effect” and “is therefore canceled of record 

as void ab initio.” 
Firm C presented a claim for the contract price of the delivered 

items and for anticipated profit on the remaining portion of the con- 

tract. 

The Comptroller General held:* 


The statutory direction that “no contract shall be awarded” is in 
the nature of a punishment or penalty imposed upon those who al- 
ready have breached conditions made a part of their contracts by the 
terms of the Act. In no sense can it be regarded as leaving any 
option to award contracts in the contracting agency. Rather, it is 
an unequivocal mandate that completely removes any authority on 
the part of the agency to make awards under such circumstances. 


Accordingly, the Comptroller General concluded that the debar- 
ment status of the contractor when the contract was awarded made 
the contract “illegal and void.” 


Not only is an unauthorized contract unenforceable according 
to its terms, but no contract may be implied where a statute posi- 
tively prohibits the transaction. 


The Comptroller General did not allow recovery for the value of 
the benefits conferred upon the Government on the theory of im- 
plied contract. The Comptroller General held that while such a 
liability might arise in the case of an “irregular” contract, it had no 
applicability to an “illegal” contract. The Comptroller General con- 
cluded that there is “no legal authority [in the GAO] to allow any 
part of the claim.” 


IV. ReGcuLatory DEBARMENT 


Except for the three statutes discussed above, no other express con- 
gressionally-approved provision exists for debarring or suspending 
firms.** However, three different basic government administrative 
regulations provide for debarment in other instances. 


A. Civilian Agencies. 
The key regulations are those issued by the GSA which are binding 
on the civilian agencies. These regulations are codified in GSA Gen. 


82 33 Comptr. Gen. 63, 65 (1953). 
83 Cf. Miller, supra note 9, at 796, 799. 
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Reg. No. 15 (1954),** and prescribe the policies and procedures to 
be followed relative to debarment and ineligibility of bidders. The 
initial regulation was developed cooperatively by the GSA with other 
civilian agencies and the Department of Defense.** The Comptroller 
General approved the initial regulation in 1952.%° 

The regulations were issued by the GSA “pursuant to the Federal 
Property and Administrative Services Act of 1949, as amended,” * 
and are “in consonance with the Armed Services Procurement Act 
of 1947,” as amended (ASPA).** 


Although debarment is a drastic sanction, and in the nature of a 
penalty, it has been argued that the power to debar, and probably the 
power to suspend, are “a necessary derivative” from the power 
granted in the Federal Property and Administrative Services Act of 
1949.*° However, the writers believe that express legislation should 
be employed with regard to sanctions and penalties as drastic as de- 
barment and suspension. 

GSA Gen. Reg. No. 15 authorizes executive agencies to “debar 
administratively for any of the causes and under all the appropriate 
conditions” listed in the regulation. Such causes, conditions, and 
other procedural safeguards will be discussed later in this article. 


B. Military Agencies. 


The military agencies rely on the Armed Services Procurement 
Act of 1947, as amended,*® as their authority to issue the Armed 
Services Procurement Regulations (ASPR), providing for debarment. 


Unlike any other regulation, the ASPR provide also for the suspension 
of bidders.*! 


34 As dneited pana 19, 1954. GSA. aa 1- II- 207 j is Erne wy 

35 Transmittal letter No. 1-11 to heads of federal agencies, January 5, 1953. 

86 Decisions Comptr. Gen. B-112861, November 25, 1952. 

3763 Stat. 378 (1949), 40 U.S.C. § 471 (1952); 63 Srat. 393 (1949), 66 Stat. 
594 (1952), 41 U.S.C. § 251 (1952). 

38 62 Stat. 21 (1948), as amended 65 Star. 700 (1951), 41 U.S.C. § 151 (1952). 

39 The same reasoning would apply to the military services operating under the 
Armed Services Procurement Act of 1947, as codified, and to those civilian agencies 
operating under Rev. Stat. 3709, 41 U.S.C. §5 (1952). Such agencies are Interior, 
Agriculture, Treasury (with the exception of the Coast Guard), the office of the 
Architect of the Capitol, etc. See Morrow, Principles Applicable to Mistakes in 
Bids on Federal Construction Contracts, 25 Forpuam L.Rev. 1, 2 (1956). 41 U.S.C. 
§5 applies only to the “administrative transactions” of wholly owned government 
corporations. 60 Stat. 809 (1946). 

40 Supra note 38. 

41 ASPR 1-605. 
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C. Secretary of Labor. 


There is a third category of regulations, those issued by the Secre- 
tary of Labor under Reorganization Plan No. 14 of 1950,** the pro- 
visions of the Reorganization Act of 1949,** and the Act of Septem- 
ber 23, 1950.** In these regulations (29 C.F.R. 5) there are lumped 
together standards, regulations, and procedures with respect to the 
administration and enforcement by federal agencies of labor standards 


provisions applicable to contracts covering federally financed and 
assisted construction. 


These regulations carefully acknowledge that “in cases arising 
under contracts covered by the Davis-Bacon Act, the ineligibility 
provision prescribed in that act shall govern.” ** This seems clearly 
proper from the statutory statement that the term “agency” “does 
not include the Comptroller General of the United States or the Gen- 
eral Accounting Office, which are a part of the legislative branch of 
the Government.” ** By statute then, the Secretary of Labor does 
not have jurisdiction to find violations of the Davis-Bacon Act. In 
practice, as will be demonstrated by a sample case history which fol- 
lows, the Secretary of Labor assumes such jurisdiction, and other 
agencies, including the Comptroller General, ordinarily accede to it. 
That the responsibility, however, is vested in the Comptroller Gen- 
eral is evidenced by proposed legislation, which failed to advance, and 
which would have vested jurisdiction in the Secretary of Labor.*’ 

It is noted that neither the Anti-Kickback Act* nor the Eight-Hour 
laws*® provide for the debarment of violators of these acts. How- 
ever, under 25 C.F.R. 5.6(b), whenever contractors or subcontractors 
are found by the Secretary of Labor or the agency head “to be in 
aggravated or wilful violation of the prevailing wage or overtime pay 
provisions” of the laws enumerated in the regulations, such contrac- 
tors or subcontractors must be declared “ineligible” for a period of 
three years from the date of publication by the Comptroller General.” 





42 63 Start. 207 (1949), 5 U.S.C. § 133z-15 (1952). 
43 63 Star. 203 (1949), 5 U.S.C. § 133z (1952). 

44 64 Star. 967. 

45 20 C.F.R. 5.6(b) (Supp. 1956). 

46 63 Star. 205 (1949), 5 U.S.C. § 1332-5 (1952). 
47S. 1285, 84th Cong., Ist Sess. (1955). 

48 62 Srat. 740 (1948), 18 U.S.C. § 874 (1952). 

49 37 Srat. 726 (1913), 40 U.S.C. § 321 et seg. (1952). 
50 Supra note 45. 
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The regulations provide certain safeguards, such as hearings by 
trained examiners etc., in the event of disputes concerning the pay- 
ment of prevailing wage rates or proper classifications or “novel or 
unusual situations,” ©’ but do not provide such safeguards regarding 
debarments. As will be demonstrated later in this article, the in- 
terpretation given by the Department of Labor is that debarred con- 
tractors are not entitled to hearings as a matter of right. But fre- 
quently, the Secretary of Labor will consent to hold informal con- 
ferences with the debarred contractors. However, the writers sub- 
mit that the nature and the speed of relief which can be obtained 
should not be left to the sole discretion of an official. 


V. Tue Ro_e or THE CoMPTROLLER GENERAL 


The Comptroller General performs several functions in the field of 
debarment and suspension. By statutory direction he is vested with 
responsibility to determine violations under the Davis-Bacon Act. 
Under the Walsh-Healey Act he merely performs the ministerial act 
of publishing determinations made by the Secretary of Labor. These 
ministerial responsibilities overshadow the part which the Comptroller 
General has played and still plays in the development of safeguards 
in the administration of debarments and suspensions. Indeed it may 
come as a surprise to the critics of the Comptroller General that his 
General Accounting Office is frequently closer to the hard actualities 
of business life than operating agencies. 

A study of the decisions of the Comptroller General reveals that 
he provided at an early stage reasonable safeguards and limitations. 
Furthermore, these decisions reveal that the Comptroller General 
performed a pioneering feat in this field. Some of the present day 
agency regulations merely represent a codification of GAO de- 
cisions.*? 

Lastly, the opportunity of submitting protests by debarred and 
suspended contractors to the Comptroller General is frequently the 
only avenue of relief available to those contractors.” 


51 29 C.F.R. 5.10(b) (Supp. 1956). 


52 In a letter to the Secretary of the Navy, B-125183, Mar. 1, 1956, the Comp- 
troller General states: on 
In this connection it should be noted that the bases authorizing administrative 
debarment actions, as approved in our decision of November 25, 1952, B-112861 
were for the most part a consolidation of the individual circumstances in which 
we had previously concurred in debarment actions. 
58 Cf. Welch, The General Accounting Office in Government Procurement, 14 
Fep.B.J. 321 (1954). 
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The following decisions are representative of many Comptroller 
General decisions in the field. 

The Comptroller General has consistently held that government 
contracting agencies are not required to accept bids of persons or firms 
that are not responsible. As early as 1928°° the Comptroller General 
held that bidders may be debarred when the interests of the Govern- 
ment so require, 


. . . provided the length of time of such debarment is definitely 
stated and not unreasonable, and the reasons for the debarment, 
with a statement of the specific instances of the bidder’s dereliction, 
are made of record and a copy thereof furnished the bidder. . . . 


In 1934 Comptroller General McCarl reduced the permanent de- 
barment of a firm to a period of one year. The reason assigned to 
the proposed permanent debarment (failure in two instances over a 
period of six years to furnish supplies conforming to the strict re- 
quirements of the specifications) did “not appear sufficient to justify 
such drastic action.” 


The following year*’ the Comptroller General held that “the low 
bid of a bidder for the delivery of supplies that is financially respon- 
sible should not be rejected merely because it had defaulted on a 
previous similar contract.” This holding of the Comptroller General 
is now superseded by GSA Gen. Reg. No. 15 and ASPR § 1-604.1 
(b) (2) which provide for debarment for a history of unsatisfactory 


performance of one or more government contracts. 


Comptroller General Warren acquiesced in the initial issuance of 
these regulations in 1952,°° and Comptroller General Campbell did 
not object to the application of the ASPR in a recent case. 


In that case a Navy contract was terminated for default on July 1, 
1955. The contractor appealed unsuccessfully to the Armed Services 


5430 Comptr.Gen. 235 (1950); 26 Comprr.GEN. 676 (1947); Decisions Comptr. 
Gen. B-112861, Nov. 25, 1952. 


55 7 Comptr.GEn. 547 (1928). 


56 14 Comptr.GEN. 313 (1934). Comptroller General McCarl however pointed out: 
It is realized, of course, that the matter of furnishing drugs—especially those 
containing poison—involves greater responsibility than in the furnishing of 
ordinary supplies, etc., but it is assumed such drugs are, as a matter of precau- 
tion, always tested in advance of release for use, and there appears no reason 
why the rules generally for application to the debarment of bidders should not 
be observed. 
57 15 Comprr.GEn. 149 (1935). 


58 Supra note 36. 
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Board of Contract Appeals. The Secretary of the Navy debarred 
this company from receiving government contracts on two grounds: 
(1) because the contractor was in default under the one contract 
stated above, and (2) because the contractor declined to produce 
business records subpoenaed by a Senate Subcommittee, pleading the 
Fifth Amendment, and had also pleaded the Fifth Amendment in 
connection with an income tax investigation related to his profits from 
government contracts. 

It is doubtful that the debarment action would have been taken on 
the basis of the first ground. As to the second ground, the Secretary 
said: 


Another reason which I, as Secretary, adopted . . . was my belief 
that a supplier who refused to comply with a request for data by a 
Senate Committee making a study of fraud in procurement was not 
a fit and responsible source of supply. . 

At the very least, these facts create doubt as to whether you have 
paid all taxes due on the profits which you have received from Gov- 
ernment business, and until these doubts are resolved, I cannot, in 
good conscience, as trustee of the taxpayers’ moneys and to prevent 
their waste, permit further Navy contracts to go to you. 


The company protested to the Comptroller General against the de- 
barment and against the rejection of its low bid on a Marine Corps 
invitation. The company explained that the “pleading of the Fifth 
Amendment before the Senate Committee was to avoid making . . . 
records available to the Internal Revenue Service during the course 
of its income tax investigation and provided no basis under the Armed 
Services Procurement Regulation for debarment;” ® and claimed that 
there were procedural deficiencies such as lack of notice of the im- 
pending debarment. 

The Comptroller General denied the protest and held:* 


. In any event . . . the deficiency in the procedural requirements 
could sendily be cured by a new notice of debarment to you which 





59 Appeal of Situs ASBCA No. 2947, October 31, 1955, reconsideration 
—_ December 20, 1955. The case is now pending in the Court of Claims, Ct.Cl. 
155-56. 

© On this phase the Secretary of the Navy commented: “While I recognize and 
respect the prerogative granted to all Americans, be they contractors or not, to invoke 
Constitutional safeguards in their behalf, I was also confronted with the unwholesome 
situation of a Navy contractor refusing to give perfectly reasonable information to a 
Congressional Committee under these circumstances.” 


61 Decisions Comptr. Gen. B-125183, March 1, 1956. 
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could also assert additional contract delinquencies as grounds for the 
action and possibly an extension of the debarment period. Con- 
sequently, requiring the issuance of a new notice of debarment 
. .. would serve no useful purpose. 

In summary, contracting with the Government is a privilege, 
not a legal right, and considering the grounds upon which the ad- 
ministrative office—which is primarily responsible for determining 
the acceptability of its contractors—decided upon the debarment 
action, we do not view such action by the Department of the Navy 
as so clearly unwarranted as to be regarded as in violation of law. 


In another case, the lack of implementing regulations and the fail- 
ure of the Department of Justice to undertake criminal prosecution 
seem to have been the determining factors for refusing a proposed 
debarment action by the Department of the Interior. 

Mr. W was employed by the Department of the Interior as a 
Range Manager. While so employed, he was the undisclosed prin- 
cipal under a contract for the construction of a dike pit and oil well 
dam (located in his district) and awarded to his brother-in-law. Ata 
time when the contract work was only partially performed, W ten- 
dered his resignation as Range Manager, which was accepted. W then 
assumed active charge of the contract work. The contract was satis- 
factorily performed and payment of the contract price of about 
$5000 was made to the brother-in-law. That amount, as investigation 
revealed, was ultimately received by W. 


The Comptroller General denied the proposed debarment and 
held:* 


62 Cf. Perkins v. Lukens Steel, supra note 8, at 127: “Like private individuals 
and businesses, the Government enjoys the unrestricted power to produce its own 
supplies, to determine those with whom it will deal, and to fix the terms and condi- 
tions upon which it will make needed purchases.” Miller, supra note 9, at 802, analyzes 
the Lukens Steel decision to the effect that it is “based on a privilege-right dichotomy” 
and concludes: “The privilege-right antinomy and the basing of judicial relief on 
the pigeon-hole containing rights is scarcely a realistic approach to a complex 
problem of administration.” 

63 Decisions Comptr. Gen. B-128289, July 19, 1956. Contracts between government 
agencies and their employees or with employees of other government agencies are 
not necessarily unlawful, and the policy of the various government agencies varies. 
In any event, such contracting presents an undesirable situation, suggesting favoritism, 
and most government agencies provide that such contracts “are not to be entered 
except for the most convincing reasons.” See, ¢.g., Order No. 2680 of the Secre- 
tary of the Interior. The Air Force Procurement Instructions contain the same 
policy regarding procurement contracts, but state that, “Sales contracts will not be 
approved for sale of property to persons known to be officers or enlisted personnel 
of the Armed Forces on active duty, civilian employees of the Federal Government 
(to include the Department of Defense), and the immediate families, dependents, 
and agents of such military and civilian personnel. . . .” AFPI 53-1602. 
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From a careful review and consideration of the facts and circum- 
stances submitted . . . it is seen that the suggested action is not 
based on any of the causes and conditions specified in General Reg- 
ulation 15, and we are of the view that it is not justified by the 
present record. 

Certain behavior of [W] while a Bureau employee has been ad- 
ministratively determined unethical and possibly in violation of pro- 
visions of the criminal code. For unethical conduct [W] was sub- 
ject, as an employee, to disciplinary action. Upon acceptance of 
[W’s] resignation, however, the relationship of employer and em- 
ployee with its attendant responsibilities necessarily terminated. 
The dike and dam contract was satisfactorily completed and no 
action was taken on the possible criminal violations reported to the 
Department of Justice. The Bureau has awarded two additional 
contracts to [W].... It would seem reasonable to conclude 
... that the company is responsible and able to successfully perform 
its contracts. 


VI. Tue Rove or THE DEPARTMENT OF LABOR 


The present status of the law presents the picture that the Secre- 
tary of Labor has no statutory functions in that important part of the 


enforcement of the Davis-Bacon Act which provides for the debar- 
ment of violations of that act. That responsibility is formally vested 
in the Comptroller General. However, as a practical matter, as will 
be seen, the Secretary of Labor plays a primary role in the determina- 
tion of facts leading to debarment. 

Responsibilities vested in the Secretary of Labor under the Walsh- 
Healey Public Contracts Act have been discussed previously.“ 

The following case history discusses a debarment resulting from 
determination and recommendations of the Department of Labor. 
In fairness to officials of that department it should be stated that the 
writers do not believe that the case is representative of the adminis- 
tration of other debarments. But it is illustrative of the absence of 
statutory safeguards in the enforcement, and of the grave financial, in 
this case almost ruinous, consequences® which can follow tht debar- 





64 See Ball, Blacklisting Federal Contractors: Factors in Ineligible List Recom- 
mendations Under the Walsh-Healey Public Contracts Act, 28 Wasu.U.L.Q. 147 
(1943) with respect to practice under the Walsh-Healey Act. Decisions of the 
Department of Labor are contained in 3 CCH Lazor Law Serv. 26, 108 (1953). Also, 
Miller, supra note 9, at 795. 


65 Cf. Appeal of J. M. Warren v. War Department, Vol. I, Proceeding No. 12, 
Appeal Board of Office of Contract Settlement: “The fact that a contractor has a 
Government contract may be his only title to credit standing. Those dealing with 
him have confidence that he will be paid for work done for the Government and 
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ment of a contractor. It also illustrates clearly the inherent danger 
of relying on ex parte statements. 


Case History of a Debarment 





1. Awarp or Contract. The Corps of Engineers awarded a con- 
tract for the construction of a rocket launching site at Cocoa, Florida 
to the X-Company in October, 1951. Construction was started in 
1951 and was completed in 1953. 

2. Dispute. During December 1951 questions were raised by the 
Contracting Officer regarding the proper classification of four em- 
ployees.* The total wages involved in this dispute amounted to 
$1800. The contract price exceeded $400,000. The office of the 
District Engineer took a view of the facts contrary to the contention 
of the X-Company. The company put the facts as asserted by the 
Engineers in issue by supporting its contentions by affidavits and 
offered to submit at an oral hearing time sheets, diaries, daily reports, 
and other evidence of a nature which could not be reduced to affi- 
davit form. 

Pending further proceedings on these issues, the Engineers raised 
two additional issues: (1) Whether employee A was subjected to 
improper pressure by a representative of the X-Company to sign a 
statement favorable to it and was subsequently discharged; and (2) 
Whether employee B was demoted because he gave information on 
the issues involved to representatives of the Corps of Engineers. 

The X-Company denied specifically and in detail the truth of 
these allegations and filed a brief supporting its position. The 













that he will thus receive funds available for the payment of his creditors. Similarly, 
the known fact that the Government is making advance payments to a prime con- 
tractor may fortify the latter’s credit.” See also monograph, note 7 supra, at 810: 
“The withholding of government business may be an exceedingly drastic, if not al- 
together ruinous penalty.” 

66 The principal question at issue regarding employee A was whether A was a 
well point supervisor (company contention) or a pump operator (Government con- 
tention). A second question concerned the number of hours spent by A on the 
job. The sum involved amounted to $982. 

The question regarding B was whether he was a laborer, subsequently a labor 
foreman, and a part-time tractor operator (company contention) or a full-time 
tractor operator during the entire course of his employment (Government conten- 
tion). The sum involved amounted to $227.69. 

Regarding C the question was whether he was employed as a laborer exclusively 
(company contention) or as a part-time compressor operator and cement finisher. 
The amount in controversy was $97.05. 

Regarding D, the issue was whether he was employed first as a laborer and then 
as a labor foreman (company contention) or as a cement finisher (Government 
contention). The amount in controversy was 54. 
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X-Company considered the issues involved a bona fide dispute on 
questions of fact, and awaited notification of the next procedural step 
in determination of the issues. No such notification was ever re- 


ceived; the company’s next communication was from the Comptroller 
General. 


3. Aprit 23, 1954. On that date the Acting Comptroller General 
notified the X-Company that he had found the X-Company and its 
president, Mr. X, to have disregarded their obligations to employees 
within the meaning of § 3(a) of the Davis-Bacon Act and informed 
them that their names would be placed on the next debarment list. 
Attached to that notification was a copy of findings of the Secretary 
of Labor upon which the Acting Comptroller General based his de- 


termination. 


4. June 1, 1954. The X-Company and Mr. X were included in 
the list published on that date. Their names were to remain on that 
list for three years from May 3, 1954. 


5. June 24, 1954. In reply to an inquiry by the X-Company 
whether it had any right of appeal, the GAO replied as follows: 


While the cited Act and Regulations promulgated thereunder 
make no specific provision for an appeal from the final action taken 
by the Comptroller General under Section 3 (a) of the Act, the 
facts upon which the recommendations of the Secretary of Labor 
to this office are based, are determined in the first instance by the 
Department of Labor. Hence, any questions with respect to the 
charges summarized in the findings . . . should be addressed to the 
Department of Labor... . 


6. June 28, 1954. FHA ann VA Action. The Miami regional 
office of the Federal Housing Administration notified the X-Company 
that FHA-insured mortgages were not available to X-Company, for 
the reason that it had been placed on the Comptroller General’s list. 

Similarly, the Veterans Administration refused to issue certificates 
of reasonable value. 

In a letter to the Secretary of Labor, the attorney for the X-Com- 
pany described vividly the consequences of these actions: 


Because the major planning, the principal land, materials and per- 
sonnel commitments have been engaged upon the construction of 
such private homes which can be sold only on the basis of FHA 
and VA financing, the denial of FHA and VA financing to pros- 
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pective purchasers will put the X-Company in the position where 
it will not be longer able to operate. In addition, the listing of the 
X-Company and Mr. X will so impair their standing and reputation 
in the business community in which they operate as to reduce 
substantially the opportunities which might otherwise be available 
to them in the construction industry. Thus an honestly controverted 
$1800 item under this contract has been made the basis of Govern- 
ment action threatening an injury involving losses running into mil- 
lions of dollars and the possible extinction of one of the largest 
construction firms in the South. 


7. Jury 13, 1954. On that date the attorney for X-Company 
protested to the Comptroller General, the Secretary of Labor and 
the Federal Housing Administration that the X-Company and Mr. X 
had been “blacklisted” without the opportunity for a hearing on the 
disputed facts, and without even notice that a hearing would not be 
available. 

Removal of their names from the blacklist was requested “pending 
hearing and determination thereon in order to avert unconscionable, 
grievous and irreparable injury.” 

On the same date letters were also addressed to the Contracting 
Officer and to the Chief of Engineers setting forth the dispute and 
stating that the contract involved in the controversy contained the 
usual “Disputes” provision, and that the “Disputes” procedure of 
the contract was never followed; not even the first step, which was 
for the Contracting Officer to reduce his decision to writing. 

These letters requested the Contracting Officer to notify the De- 
partment of Labor of the invocation by the X-Company of the dis- 
putes procedures and to withdraw any findings and conclusions which 
the Contracting Officer may have transmitted to the Department of 
Labor, or any other agency. 

8. Jury 30, 1954. The X-Company and Mr. X were at this point 
three months on the blacklist. 

On that day the Contracting Officer replied: 


I have at all times heretofore construed that the matters of wage 
rates and classifications required by law for application to the sub- 
ject contract are not properly the subject of any procedure under 
the Disputes article of the contract, but rather that such matters are 
properly for the decision of the Department of Labor. . . . 

For the reasons stated above, this matter is not properly for dis- 
position or consideration under the provisions . . . of the contract, 
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and further reason that full jurisdiction over this matter has been, 
and is now assumed by the Department of Labor, it is inappropriate 
that I, as Contracting Officer, issue a formal decision . . . . 


The X-Company filed an appeal from the Contracting Officer’s 
refusal to issue a decision,” but the appeal was never prosecuted be- 
cause the company chose to work the matter out with the Department 
of Labor. 

9. Aucusr 9, 1954. The Acting Comptroller General replied to 
the X-Company attorney’s letter of July 13, stating that since the 
names had been listed by him upon the basis of “the facts developed 
by the administrative office and the conclusions and recommendations 
of the Department of Labor,” and since the “evidence in the present 
record . . . supports the conclusion that good faith was not exercised” 
and “no new or additional evidence has been submitted to warrant 
rescinding such findings . . . there exists no legal justification for the 
General Accounting Office to remove the names . . . from the list 
of debarred contractors pending the outcome of a further appeal 
to the Department of Labor.” 

10. NEGOTIATIONS WITH THE DEPARTMENT OF LaBor. From the 
beginning of the efforts of the X-Company to have the names removed, 
the Department of Labor asserted full initial jurisdiction in the matter 
and all other agencies deferred to that Department, as indicated above. 
The attorneys for the company therefore addressed their major 
efforts to Labor. In a conference with the Solicitor of Labor late in 
July, 1954, the attorneys told him that their first concern was to 
have the names removed from the blacklist until some forum was 
provided in which the company’s hitherto-unpresented evidence could 
be submitted and the truth of the allegations could be tested. The 
attorneys stated that they were prepared to go to court to attempt 
to obtain an injunction removing the names pending a hearing. 

The Solicitor of Labor took the position, to which he consistently 
adhered, that the company was not entitled to a hearing of anyrkind, 
under the Constitution or the contract or under any statute, that a 
debarment proceeding was solely a matter of administrative investi- 
gation and that no judicial review was available; but the Solicitor said 
that in view of the grave assertions made by the company that it had 


®7 For a view that contractors (and, in proper cases, subcontractors) can appeal 
decisions of contracting officers regarding prevailing wage rates, inadvertences etc. 
to the heads of departments under the disputes article, see Gantt, supra note 26, at 
338. 
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had no opportunity to present all its evidence, he would voluntarily 
provide an administrative forum in this case. He refused, however, 
to recommend removal of the names from the list, stating that the 
procedure he would provide would be expeditious, so that the names 
could be removed speedily if removal were warranted. Upon this 
guarantee by the Solicitor, the company’s attorneys stated that they 
would accept the administrative method tendered them, rather than 
go directly into court. 


11. THe “ApmrnistraTive Hearne.” During August, prepara- 
tions were made for the hearing which, since it was not under any 
existing procedure of the Department of Labor, was tailored by Labor 
for this case. An initial hearing notice sent out by the Department 
was objected to by the X-Company’s attorneys on the ground that 
it required the company to “show cause, if any they have, why the 
findings [previously made] should be deemed incorrect,” whereas 
the company’s attorneys felt that they should not be required to 
begin with findings based, as they thought, on less than all the evi- 
dence. The hearing notice was withdrawn. 

Instead, the Department made available for cross-examination the 
four employees involved in the dispute, and the “hearing” was simply 
to consist of their statements. There was no hearing examiner; the 
examinations were conducted under oath, in the fashion of deposi- 
tions. The Department went to extraordinary lengths at great expense 
to find and transport the four employees. Two were still in Florida, 
and were brought to Miami for examination there on September 16, 
1954; a third was located in Detroit and the fourth in Philadelphia; 
and their examinations were conducted in those cities on October 1 
and October 4, respectively. 

Because the Department did not consider the procedure a “hear- 
ing” in any formal sense, it did not participate in further compilation 
of a formal record. Under the agreement reached by the Solicitor 
and the X-Company’s attorneys, the attorneys were to submit what- 
ever material they thought pertinent, and the Solicitor—after study 
of the material—would sit down with the attorneys and discuss the 
case, subsequently making a recommendation to the GAO. 

12. OcrosBer 29, 1954. On this date the X-Company’s attorneys 
submitted to the Solicitor of Labor a large amount of evidence they 
had compiled, including the depositions of the four employees, pay- 
roll records and other company documents, sworn statements of 
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other employees, and affidavits of union representatives, leaders in 
the Miami community, experts on various matters involved in the 
dispute, and of the Government inspector on the project. 


13. December 22, 1954. The X-Company and Mr. X had now 
been on the blacklist for six and one-half months. On this date the 
Solicitor of Labor and several assistants sat down with the company’s 
attorneys to discuss the evidence submitted. The Department repre- 
sentatives raised a number of questions and requested additional 
material, some relating to matters not previously in issue. Subse- 
quently, over the next four months, further materials were requested 
by the Department and submitted by the company. 


14. JuNE 3, 1955. The names had now been on the list for 13 
months. On this day the Solicitor of Labor wrote the company’s 
attorneys that the evidence and information submitted by the com- 
pany since September of 1954: 


. . . Contains some new material that appears not to have been sub- 
mitted to the Corps of Engineers at the time of its original pro- 
ceedings in this case. 

In view of its primary responsibility for enforcement in these 
matters, we are transmitting the additional record that has been 
made to the Corps of Engineers for its evaluation and suggestions. 


On June 18 the X-Company’s attorneys replied, calling attention 
to the question of time, and noting that Mr. X and his company had 
already served more than one year of the suspension period, with 
extremely serious business results. 

The Solicitor of Labor replied on June 30: 


I appreciate and share your desire for early determination of this 
matter.... As your letter indicates, you could not foresee that it 
would take you as long as it has to assemble the additional informa- 
tion you recently completed submitting to us. I have asked the 
Engineers to expedite their consideration of the case.... + 


15. DeparRTMENT OF DeFrEeNse ConsmperaTions. The file was sent 
in June to the Corps of Engineers, which referred the matter to the 
Labor Adviser of the Under Secretary of the Army, who sent it 
through regular channels to the Jacksonville office of the Corps of 
Engineers, the office in which the case had originated. After a num- 
ber of conferences and telephone calls, the company’s attorneys on 
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August 26 wrote to the Labor Adviser that it “disturbed” them “to 
find as late as August 23, the file was not even back in the Washing- 
ton headquarters of the Corps of Engineers and to find that it went 
through regular channels of endorsement,” whereas they had believed 
the case would get “special handling in transmittal”. On September 
21, the file was sent from the Department of Defense back to the 
Department of Labor. 


16. SEPTEMBER 28, 1955. Decision oF THE DEPARTMENT OF 
Lazor. At this point the company and its president had been on the 
ineligible list for almost 17 months. On this date the Assistant Solici- 
tor of Labor called in the company’s attorneys and orally informed 
them of the Solicitor’s decision, which was to recommend to the 
Comptroller General—on the basis of additional evidence—that the 
name of Mr. X should be deleted from the list but that the company’s 
name should remain. 


17. ACTION OF THE COMPTROLLER GENERAL. Convinced that their 
evidence had completely demolished the basis of the charges against 
the X-Company as well as against Mr. X, the company’s attorneys 
went next to the Comptroller General. 


On October 7, 1955 they wrote to the Comptroller General setting 
forth the facts as they saw them and asking for study of the record 
and immediate removal of both names from the list. The names, 
they said, 


. . . have been on that list since May of 1954, and this has caused 
and is causing irreparable injury by way of decreased business, 
heavy legal fees, and injury to reputation. [Mr. X] and his company 
had, until this case, enjoyed the finest and most harmonious rela- 
tions with labor and with business. . . . Now, this matter causes him 
acute and continual embarassment in financial, business and labor 
circles in Miami. He cannot now obtain the simplest loan or con- 
tract without having to explain this entire case. It is a pressing 
matter in which every day is important. 


In an unusual demonstration of speed and response to an urgent 
situation, the Comptroller General on October 17, 1955 deleted the 
names of both Mr. X and the X-Company from the ineligible list, 
thus bringing the case to a close 17’, months from the day the names 
were first listed. 
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Subsequently, on October 27, 1955, the Comptroller General 
wrote® to Mr. X that the deletion of both names was made: 


... only after we became satisfied that there was not at any time a 
disregard of obligations to employees as contemplated by the in- 
eligibility sanctions of section 3 of the Davis-Bacon Act, 40 U.S.C. 
276a. 


Thus, after the X-Company and Mr. X had served more than half 
of their three-year penalty, a matter which as the Comptroller Gen- 
eral said, was “impossible to adjust . . . retroactively,” it was estab- 
lished that the names should never have been listed at all. Fortunately 
for the company, it was able to survive to see the end of the case. 
Others might have expired long before. 


VII. Tue Rove or THE GENERAL SERVICES ADMINISTRATION 


A. Scope. GSA Gen. Reg. No. 15 is directly applicable to execu- 
tive civilian agencies in advertised and negotiated purchasing, and 
in the contracting for the construction, repair, alteration, destruction 
or dismantlement of public works or buildings. Pursuant to the 
regulations, each executive agency must establish and maintain a con- 
solidated list of persons and firms which are debarred. Such lists 
must carry the minimum classification “For official use only.” 

B. Bases. Six bases are listed for the inclusion on the list. 

C. Causes. GSA Gen. Reg. No. 15 specifies the following causes 
of debarment:”° 

1. Conviction by or judgment obtained in a court of competent 
jurisdiction for: 


commission of a criminal offense as an incidence to obtaining, 
attempting to obtain, or in the performance of a contract. 


b. violation of the Federal Antitrust statutes arising out of the 
submission of bids or proposals. 





68 Decisions Comptr. Gen. B-119020. 

69 (1) § 3 of the Walsh-Healey Public Contracts Act, 49 Stat. 2037 (1936), 41 
U.S.C. § 37 (1952); (2) §3 of the Davis-Bacon Act, 49 Star. 1011 (1935), 40 
U.S.C. § 276a-2(a); (3) Reorganization Plan No. 14 of 1950, supra note 42, and 
29 C.F.R. 5.6(b); (4) §3(b) of the “Buy American” Act, 47 Strat. 1520 (1933), 
41 U.S.C. §10b(b); (5) §1a of the Walsh-Healey Public Contracts Acts, supra 
note 41; and (6) “Those the executive agency determines to debar for any of the 
causes and under all of the appropriate conditions” listed in GSA Gen. Reg. No. 
15, § 5. 

70 GSA Gen. Reg. No. 15, § 5. 
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The regulation provides that in the event that an appeal taken 
from such conviction results in reversal, “the debarment shall be 
removed if the bidder so requests.” 

Criminal conviction need not necessarily be followed by debarment, 
“since the decision to debar is still within the discretion of the execu- 
tive agency concerned.” Factors to be considered in the determina- 
tion to debar are “the seriousness of the offense, the civil satisfaction 
received by the Government or available to the Government” and 
“all mitigating factors.” 

2. Violation of a contract provision, as set forth below, of a 


character which is regarded by the agency involved to be so serious 
as to justify debarment action: 


a. Wilful failure to perform in accordance with the specifications 
or within the time limit provided in the contract. 


b. A history of unsatisfactory performance of one or more gov- 
ernment contracts. 


c. Violation of the contractual provision against contingent fees. 


d. Acceptance of a contingent fee, which is paid in violation of 
contractual provision against contingent fees. 


These causes must be established by “evidence which the executive 
agency determines to be clear and convincing.” (Emphasis supplied.) 

3. Debarment by some other executive agency. Such debarment 
may be based in toto on the original record, or on a combination of 
the original record with additional facts. 


D. Safeguards. The debarment must be “for a reasonable, def- 
initely stated period of time commensurate with the seriousness of the 
offense.” A good guide for such cases is provided by ASPR 1-604.2, 
which establishes ceilings in the periods of debarment: 


As a general rule, a period of debarment shall not exceed 5 years 
following the date of conviction of fraud or other criminal offense, 
or 3 years following the date of debarment for any other cause. 


The regulation provides for written notice of debarment or of the 
intent to debar™ to the affected person or firm. Such notice must 
contain as a minimum: 

71 ASPR 1-604.1(a) is more gracious: “. . . the debarment shall be removed upon 


receipt of the notification” of the reversal. 


72In the opinion of the writers, the notice should always be issued prior to the 
debarment. 
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a. the period of debarment, including the effective dates; 


b. the reasons for debarment, including a statement of the spe- 
cific instances of dereliction. 


The notice must also afford the contractor a reasonable opportunity 
to present information for consideration upon his behalf. If the con- 
tractor presents such information, he must be given written notice of 
the final decision. If the decision provides for debarment, it must 
state the period and the effective dates. 


Debarment actions are frequently taken after performance of the 
contract. In that event, and in the case of the rejection of a bid of a 
debarred or ineligible contractor, no contractual relationship exists 
between the bidder and the Government. In absence of any con- 
tractual relationship, no administrative remedies are available, or if 
available, must be pursued in those agencies where the jurisdiction of 
appeal boards is predicated on the existence of a “disputes” article.” 

Thus the debarment of bidders is not within the jurisdiction of the 
AEC “Advisory Board of Contract Appeals.” However, the AEC 
has established a “Review Board on Procurement Matters” which ad- 
vises the General Manager relative to “disqualified bidders.” 


VIII. Tue Rove or rHE DEPARTMENT OF DEFENSE 


There are some marked differences between GSA Gen. Reg. No. 
15 and the ASPR, the “bible” of the military agencies. Only the De- 
partment of Defense (DOD) provides for the suspension of bidders." 
Other differences stem from special laws applicable only to DOD; 
from a different approach; and from a method of speedier revision of 
the regulations. 

The departments of the Army, Navy, and Air Force must establish 
and maintain consolidated lists of debarred and suspended bidders.” 

The list and all correspondence thereto must be protected “to pre- 
vent inspection of contents by non-Government personnel.” This is 
equivalent to the “for official use only” minimum classification of the 





73 Contract appeals boards have no express statutory authority; however, the 
“Wunderlich” Law, 68 Stat. 81 (1954), 41 U.S.C. § 321-322 (1952) recognizes the 
existence of such boards, Some boards draw their jurisdiction solely from “dis- 
putes” articles of government contracts, and delegation by the Secretary of the 
department involved. The extent of delegation varies. 

74 ASPR 1-605.4. 


7 ASPR 1-601.1. 
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GSA, and protects such information from “Government personnel 
who are not required to have access to such information.” *® 

ASPR omits the listing of firms and individuals pursuant to de- 
terminations of the Secretary of Labor under 29 CFR 5. But the reg- 
ulations of the Secretary of Labor allow the “agency head” to find 
contractors or subcontractors to be in aggravated or wilful violation 
of certain labor standards provisions other than those of the Davis- 
Bacon Act. Presumably, such actions are taken by the Secretaries of 
the three military services themselves. 

Debarment for “the acceptance of a contingent fee” is omitted. 

An added cause for debarment™ is the violation of the contractual 
provision against gratuities, as determined by the Secretary of a de- 
partment in accordance with the provisions of the Gratuities clause, 
and as a consequence of the statutory requirement for such clause.” 

The ASPR are more explicit on the GSA concept of debarment 


because of a “history of unsatisfactory performance of one or more 
Government contracts.” 


The ASPR provides: *° 


A history of failure to perform or unsatisfactory performance in 
accordance with the terms of one or more contracts, provided the 
previous failure or failures by the Contractor are within a reason- 
able period of time preceding the determination to debar. Failure 
to perform caused by acts beyond the control of the contractor shall 
not be considered. 


Additional safeguards are provided by the military departments by 
vesting debarment and suspension authority only in top level per- 
sonnel. In the Army, the authorized representative of the Secretary is 
an Assistant Judge Advocate General; in the Navy, the authorized 
representative is the Chief of Naval Material; and in the Air Force, 
the Deputy Chief of Staff, Materiel, Headquarters USAF. 

The approach of the Army to direct debarment and suspension into 
legal channels is obviously the best one. The exercise of the au- 
thority to debar is undoubtedly the exercise of quasi-judicial functions 
coupled with fact finding determinations which are clearly the prov- 
ince of the trained lawyer. 


76 ASPR 1-601.3. 
77 ASPR 1-604.1(b) (4). 
78 5 U.S.C. § 174d (Supp. 1955). 
79 ASPR 1-604.1(b) (2). 
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Suspension of bidders 


The most controversial aspect of the ASPR is the authority and 
the exercise of the authority to suspend contractors. Prior to July, 
1956,°° the ASPR stated that “A suspended Contractor will not be in- 
formed of the prohibitions effected against him.” 


By summary action, then, which is taken without notice or hear- 
ing or opportunity either to know or to contest whatever evidence 
may motivate the action, a company is abruptly deprived of op- 
portunities to bid, to be paid, or even to know what the trouble is.** 


Worse than that, a suspended contractor, without knowledge that 
such action had been taken against him, would continue to submit 
bids on government contracts, and be put to the considerable expense 
of bid preparation, but would never receive the award of the contract, 
even if he were low bidder. 

During congressional hearings,®* these procedures were criticized 


. .. as almost inconceivable that such a condition exists in an agency 
of the Government which is supposed to have a democratic form 
of Government. 


As a consequence of the congressional hearings, the ASPR were re- 
vised in July, 1956,** and provide now for the following procedures: 

1. The Department of Defense recognizes that suspension is a 
“drastic action,” and provides that it must be “based upon adequate 
evidence rather than mere accusation.” ®* 

The difficulty of distinguishing between “adequate evidence” and 
“mere accusation” is rather forcefully brought out by statistics. Dur- 
ing 1954 and 1955, the Department of Navy suspended in eleven cases 
on the basis of “adequate evidence.” Yet the record reveals that in 
two of these cases the suspended bidders were acquitted; and that in 
three cases the United States Attorney declined to prosecute. 


80 The ASPR which was in effect prior to that date can be found in Exhibit 
D of the House Hearings before the Subcommittee on Defense Activities, Committee 
on Armed Services, on the Construction of Ordnance Facilities, Corozal, Canal Zone, 
83d Cong., 2d Sess. (1954). 

81 See Miller, supra note 9, at 798. 

82 Hearings before Subcommittee No. 2 for Special Investigations, House Com- 
mittee on Armed Services, 84th Cong., 2d Sess. 4 (original transcript, 1956). 

83 Supra note 5. 

84 ASPR 1-605. 
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2. The suspension of a bidder may be modified “when determined 
in the interest of the Government.” 

3. A person or firm may be suspended only when it is “suspected 
of having committed a fraud or a criminal offense as an incident to 
obtaining, attempting to obtain, or in the performance of a con- 
wece.”* 

In the Navy, referral to the Department of Justice is a prerequisite 
of suspension.*® In the Army suspension is taken without such re- 
ferral, but in addition to the suspension action, “a determination will 
be made whether to refer the matter to the Department of Justice.” ** 

4. The suspension by one department operates throughout the De- 
partment of Defense.** 

5. Suspensions are for “temporary periods” only, “pending the 
completion of an investigation and such legal proceedings as may 
ensue.” °° 

Lest a suspended contractor become too optimistic after reading the 
ASPR, such contractor should be cautioned that the average suspen- 
sion amounts to about two years. 

During the period of suspension, bids and proposals may not be 
solicited from suspended contractors. Current contracts may be con- 
tinued “unless otherwise directed” by the department concerned. 
Suspended contractors are also debarred as subcontractors in situa- 
tions where the Government has reserved the right of approval of sub- 
contracts.®° 

6. ASPR 1-605.4 now provides that the debarred contractor must 
be furnished a written notice by the debarring department. Such 
notice must be furnished within 10 days after the effective date of 
suspension. The notice contains excerpts of the ASPR provisions. 

7. Inquiries of debarred contractors must be channeled to the 
Secretary of the Department concerned, but the answers which can 
be given are restricted to the information contained in the notice of 
suspension. Further inquiries or requests for information concerning 
the reasons for suspension must be “referred to the Department of 








85 ASPR 1-605.1. 
86 NPD 1-601.4. 
87 APP 1-605.c. 
88 ASPR 1-605.1. 
89 ASPR 1-605.2. 
90 ASPR 1-603.1(d). In the Navy “All delegations of authority to contractors 


to settle terminated subcontracts should be revoked when such contractors are 
suspended.” NPD 1-601.6. 
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Justice.” This circuitous way of answering inquiries seems to be 
legitimate “buck-passing,” since indiscriminate answers may jeopar- 
dize the investigation for fraud or other irregularities conducted by 
the Department of Justice. 


IX. Tue Rove or OrHer SELECTED AGENCIES 


A. Atomic Energy Commission 


The AEC provides for the “disqualification” of bidders®* in essen- 
tially the same terms as GSA Gen. Reg. No. 15. 

Each AEC Manager of Operations must maintain a current list of 
disqualified bidders, indicating the reasons for such listing and the 
extent to which procurement from such persons is restricted.** Such 
lists are furnished to AEC cost-type contractors.** 

Final authority to disqualify bidders is vested only in the General 
Manager of the AEC. He acts upon the recommendations of the 
“Board of Review on Procurement Matters.” 

The disqualification of bidders is generally initiated by contracting 
officers on the basis of evidence collected by them. The contracting 
officers transmit “through channels” their reports and recommenda- 
tions to the Director of the Operating Division concerned. Upon 
review, he sends his recommendations to the Director of the Division 
of Construction and Supply, who “promptly” distributes all recom- 
mendations to the members of the Board of Review.* The multiple 
review is obviously designed to afford additional safeguards to dis- 
qualified contractors. 

The board is empowered (1) to make recommendations to the 
General Manager with respect to disqualifications and (2) “in ap- 
propriate cases” to initiate recommendations of disqualification to the 
General Manager of the AEC. 

In its ten years of existence, there have been no debarment actions 
in the AEC, although one case is currently pending. 


9110 C.F.R. 5.25 (Supp. 1956) ; AEC Manual 9122 “Disqualified bidders.” 
9210 C.F.R. 5.25 (Supp. 1956) ; AEC Manual 9122-02. 
93 AEC Man. 9122-021. 


94 AEC Man. 9122-031. The Review Board consists of the Assistant General 
Manager for Administration as Chairman, and the Director of the Operating 
Division concerned with the matter under review; the Director of the Division of 
Construction and Supply; the General Counsel; and the Controller. AEC Man. 
910A-02. 

95 AEC Man. 9122-021, 022. 


96 AEC Man. 9122-03(c) ; 031. 
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B. Department of the Interior 


The Department of the Interior follows implicitly GSA Gen. Reg. 
No. 15. In view of the emphasis placed by the Comptroller General 
(in deciding B-128289, discussed supra note 63) on the absence of any 
implementation of that regulation, the Interior Department is now in 
the process of implementing GSA Gen. Reg. No. 15. 

Present instructions provide for the review of each proposed de- 
barment by the Administrative Assistant Secretary, whose duties in- 
clude functions similar to those of a Procurement Secretary. 

Debarment is not within the jurisdiction of the Interior Board of 
Contract Appeals.*” 

It is interesting to note that in its construction activities the Bureau 
of Reclamation, one of the largest civilian construction agencies, has 
found it necessary only twice in ten years to resort to debarment pro- 
cedures.** This state of affairs seems to be representative of condi- 
tions in the construction industry, and speaks well indeed of that in- 
dustry. 


C. Tennessee Valley Authority 


While the primary source of TVA procurement policy is the TVA 
Act itself,°® and the administrative requirements contingent upon it, 
TVA acknowledges in its procurement manual that its policies, 
methods and procedures are shaped by “influences from outside 
TVA.” Of such outside sources, the GSA influence upon TVA 
procurement is expressly acknowledged. 

The TVA procurement manual provides for the “debarment of 
vendors’ on the same terms and with the same safeguards as GSA 


Gen. Reg. No. 15, and TVA makes reports of its debarments to the 
GSA. 





97 43 C.F.R. 4.4 (1954). The statement by Haas, An Appeal Board Views Con- 
tract Claims—Their Causes and Correction, 16 Frep.B.J. 401, 403 (1956), that “the 
Board exercises the supervisory power of the Secretary [of the Interior] over con- 
tract administration” seems to be supported neither by the regulations nor by any 
delegation from the Secretary of the Interior. The Board exercises the authority 
of the Secretary only relative to “deciding appeals from findings of fact or decisions 
by contracting officers . . .” and derives its authority solely from the “disputes” 
clause of government contracts. 


98 In one case a supporting supply activity, rather than construction activity, was 
involved, and debarment was approved by the Comptroller General. Decisions 
Comptr. Gen. B-90668, December 16, 1949. 


99 48 Star. 58 (1933), 16 U.S.C. §§ 831 et seq. 
100 TVA Manual XV-5, September 17, 1953. 
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X. CoNncLusIons 


In this article an examination has been made or tne policies and 
procedures of selected government agencies. These agencies repre- 
sent the bulk of the present day multi-billion dollar procurement of 
the United States. The examination reveals that: 

A. Statutes providing expressly for the debarment of contractors 
predate the Federal Administrative Procedure Act and do not con- 
tain sufficient safeguards to meet modern concepts of administrative 
procedure. They should be revised to incorporate the principles, now 
thought to be an indispensable minimum in administrative law, that no 
sanction should be imposed except after opportunity for hearing, and 
that judicial review should be provided. 

B. Administrative debarment or suspension, not expressly sanc- 
tioned by statute, is susceptible of abuse and of chaotic variance 
among agencies and should not be permitted. If so drastic a penalty 
is thought by Congress to be essential to the “responsible bidder” con- 
cept, express legislation should be enacted, spelling out the grounds 
and providing the safeguards mentioned above. 

C. The administration and enforcement of all debarment legisla- 
tion should be vested in the heads of the executive agencies. Despite 
numerous reorganizations, the jurisdiction of the Labor Department 
is unclear, and too many different agencies debar and suspend. The 
status of the Comptroller General under the Davis-Bacon and Walsh- 
Healey Acts is incongruous and should be clarified. 

D. Too many lists are floating around. In the interest of economy, 
one central list should be established in, and maintained by one central 
agency for all government agencies. 













THE GOVERNMENT BLACKLIST 


APPENDIX 


I. StTATUTEs 












Act and Citation Determination of Listing by Effective date 


Violation of Debarment 









Buy American Act, Head of department, Date of publication 
41 U.S.C. § 10b bureau, agency or of Findings 
independent establishment 









Davis-Bacon Act, Comptr. Gen. Comptr. Gen. | Date of publication 
40 U.S.C. of List 

§ 276a-2(a) 

Walsh-Healey Public Date of 


Secretary of Labor 
Contracts Act, determination by 
41 U.S.C. § 37 Sec. of Labor 












Comptr. Gen. 



























II. DEBARMENT STATISTICS 


As of November 15, 1956 the Comptroller General lists in his “Consolidated List 
of Persons and Firms ‘Currently Debarred for Violations of Various Public Contracts 
Acts Incorporating Labor Standard Provisions” 99 persons and 79 firms under the 
following categories: 


Statute Persons Firms 
A. Walsh-Healey Public Contracts Act 29 
i DN BD. eccecccnmsiitnsncasigdaidiindinns 


25 
C. Other Public Contracts Act under Reorganization Plan No. 14 of 1950 pee! 29 


C.F.R. 5.6(b) : 
et Liat OE TOD scicncccnctcnsnninitbcdiniiin 8 8 
BE EE SE o icncecemcnnkscieeensinanmmsnameien 29 15 
BN SEE ETE N 4 3 
RS Ee 2 4 
School Survey and Construction Act of 1950 ~--------- 1 1 
Hospital Survey and Construction Act -------------.-- 1 1 


SusPENSION Statistics 1954-1955 


DOU scccsinmncnitteaaiaialanaciaiiiamiaiina 100 contractors 
MOE saci incase claeaanae paige eerie 11 contractors 


ew rn oo ee ww we wee 







IV. BREAKDOWN oF Navy SUSPENSIONS 
11 suspensions out of a total of 700,000 contracts during 1954-55 


Case of suspended contractor Disposition 
| eee Acquitted 











eee eee U.S. Attorney declined prosecution 

ee Under FBI investigation 

ee U.S. Attorney declined prosecution; Individual 
reported to have fled the country 

CS ae Acquitted 

eee U.S. myer | declined prosecution 

SS eee Indicted 11/15/1955 

| See Indicted 4/16/1956 

| eee Under investigation 

| See Awaiting final decision by Department of Justice 


| i, SSSR: Under FBI investigation 


THE CORPORATE SURETY AND PUBLIC 
CONSTRUCTION BONDS 


Theodore H. Haas* 


I. INTRODUCTION 


“He that is surety for a stranger shall smart for it.” + 


HE personal surety played a very important role in primitive 
law.* In the nuclear age, his part has become comparatively 
minor, except in a few fields, such as negotiable instruments and 
criminal law. Today, instead of the personal surety, strong corporate 
sureties preempt the major surety transactions. Public contract bonds 
comprise a large part of the commercial surety business, and the most 
important of the many kinds of such bonds are payment and per- 
formance bonds.* It is these latter with which this article will deal. 
While the filing of security, guaranty or bid bonds is required to 
qualify as a bidder for most state contracts, and is discretionary with 
each federal contracting agency,* the federal government, virtually all 


* Chairman, Department of Interior Board of Contract Appeals; Editor-in-Chief, 
Federal Bar News. LL.B. 1932, Columbia University. Admitted to the bars of the 
District of Columbia and New York. The author wishes to thank for his suggestions 
David Q. Cohen, Manager, Fidelity and Surety Department, Association of Casualty 
and Surety Companies. The views expressed, however, are the author’s own. 

1 Solomon, Proverss XI:15. 

2 SEAGLE, THE Quest For Law 257 (1941). 


3 For a description of some other public contract bonds, see Lupton, GovERNMENT 
Contracts SimPLiFieD 457 et seq. (1953). On the importance of contract bonds, see 
Crest, CorPORATE SURETYSHIP 10 (1940). 


4 The bidder, at his option, may furnish a bid bond, postal money order, certified or 
cashier’s check, or bonds or notes of the United States. The conditions of the bid bond 
are that: (a) the bid will not be withdrawn after bids are opened; (b) the bidder shall 
execute required contractual documents; and (c) shall furnish performance and pay- 
ment bonds. The failure to furnish the bid bond or other security with the bid is an 
informality which can be waived by the contracting officer, who may allow a reasonable 
time after the submission of the bid for the furnishing of such security. The liability 
of a surety on a bid bond is fixed upon the bidder’s refusal to enter into a formal 
contract tendered to it, even though the contract by its express terms was not binding 
until formally approved by higher authority. 31 Comprr. Gen. 477 (1952). The con- 
tracting officer may accept a deposit in lieu of the performance bond, even though such 
substitution is not expressly permitted by the invitation to bid. The Comptroller 
General has held that whether a type of security other than that called for in the in- 
vitation may be taken is governed by the public interest. 31 Comprr. Gen. 20 (1951) ; 
22 Comprr. Gen. 671 (1943) ; also see 22 Comprr. GEN. 71 (1943) ; 16 Compre. GEN. 
809 (1937). Many state and local governments require that contractors for public 
construction be licensed and make the granting of a license conditional upon furnishing 
abond. James, THe Prorection oF THE PuBLiIc INTERESTS IN PusLic Contracts 11 
(1946). 


[ 206 | 
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of the state governments, and most of the local governments require 
payment and performance bonds on most of their construction con- 
tracts.© Hence, it is apparent that the various levels of government 
have considerable interest in the functions, rights and liabilities of 
corporate sureties with respect to public construction payment and 
performance bonds. 

So has the contracting business, which comprises one of the giants 
of our nation’s economy. Public works and subsidized private con- 
struction constitute an increasing segment of the business of the al- 
most half million construction firms. The vast majority of such 
contractors are very small. In 1950, some seventy percent of the 
contractors had no more than three employees, and only a very few 
companies did as much as one half of one percent of the total volume 
of the business. Surety bonds enable many small businessmen to 
compete for government contracts even though they lack sufficient 
financial resources of their own to complete the contract.* Some of 
the very big contractors received their start in this way. 

The purpose of this article is to give contracting officials of the 
Government, especially of the federal government, and employees of 
surety and banking companies and contractors a clearer understand- 
ing of the dynamic evolution of certain phases of surety and public 
contract law as applied to payment and performance bonds, and thus 
provide a basis for a more efficient relationship among these parties. 


II. Spectat SERVICES OF CoRPORATE SURETY 


Terminations because of the contractor’s default are more frequent 
in periods of inflation and shortages of labor and material, but they 
occur under all conditions. Hence, the surety’s primary services are 
useful in times of prosperity as well as of recession. 


-_—_<S Ov 1 ==" 





5 Surety bonds are not generally required on federal negotiated contracts on a cost- 
plus basis. Three states, Kentucky, Maine, and South Carolina, lack express surety 
bond legislation, but their highway departments require a bond protecting labor and 
materialmen. Cushman, Surety Bonds on Federal Construction Contracts: Current 
Decisions Reviewed, 25 ForpHamM L.Rev. 241, 259 (1956). 


6 Generally the low bidder will be awarded the contract, unless he lacks sufficient 
financial and other resources to secure necessary equipment and personnel. 13 Comprr. 
Gen. 274 (1934). The interests of the United States can be protected often by a 
performance bond. 6 Comprtr.Gen. 557, 559-560 (1927). Some contractors require 
subcontractors to obtain surety bonds. Socony-Vacuum Oil Co. v. Continental Casualty 
Co., 122 F.Supp. (2d Cir. 1955). 


i 
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Contract bonds provide pre-qualification, loss prevention and in- 
demnity.’ The companies possess excellent investigatory facilities and 
extensive information not available to the contracting officer, which 
benefits the Government as well as the surety, and obviates the pos- 
sible political repercussions of government alone passing on the finan- 
cial responsibility of the bidder.§ They sometimes interest qualified 
bidders in prospective government contracts and may help to create 
joint ventures of contractors, especially on very large government 
projects. 

The companies locate sources for labor and materials, and accelerate 
the flow of materials. Their loss prevention activities may expedite 
the completion of the project by rendering engineering, accounting, 
administrative and financial assistance to the contractor. In this way 
they often avert defaults in performance, or, at least, reduce possible 
losses which might otherwise even reach the full penal sum. In case 
of the contractor’s default, and when it is feasible to do so and in 
order to expedite the work, they may take over completion of the 
work by arranging for the use of the forces of the defaulted con- 
tractor, or by obtaining a new contractor for the owner to complete 
the work, or by letting on their own account a new contract for the 
uncompleted portion of the work. 


III. Backcrounp Law 


A. Definitions. 


The surety, according to the ResTaTEMENT, is “the person who is 
bound on an obligation from which another, by the discharge of a 
duty, should relieve him.” * The usual obligation of the surety, there- 
fore, is to perform if the principal does not. For example, a per- 
formance bond guarantees completion of the project for the amount 
named in the bid and thus protects the owners against loss in the 
event the contractor fails to perform. Likewise, a payment bond 
guarantees payment of materialmen and laborers. 


7 See Cushman, note 5 supra, at 253-254; Rudolph, Performance Bond Servicing of 
Government Contracts, 19 Ins. CouNSEL . 171 (1952). 


8 See Note, The Assignment of Government Contracts as Collateral, 101 U.Pa.L.REv. 
107, 117 n. 71 (1952). 


9 RESTATEMENT, SECURITY, § 82 (1941). 
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B. History. 


Suretyship is one of the oldest types of protection. The original 
surety was generally a friend or relative of the principal, and served 
as an accommodation. The book of Genesis records that Judah be- 
came surety to his father for his brother Benjamin. The story of 
Damon and Pythias is based upon a voluntary suretyship. Solomon 
warned of the dangers of suretyship.*° The best known surety in 
literature is Bassanio, who risked a pound of his flesh to guarantee a 
loan made to his closest friend, Antonio, by Shylock, the money- 
lender in “The Merchant of Venice.” 


Guarantees of various kinds have been used throughout history." 
A surety contract dated about 2750 B.C. was found in the Library of 
Sargon I. The Code of Hammurabi (about 2250 B.C.) provided for a 
system of state fidelity insurance. At least some public contracts were 
bonded in ancient Rome, and by about 150 A.D. the Romans had de- 
veloped a highly technical law of suretyship. 


According to one writer, corporate suretyship was established in 
the middle of the nineteenth century in a place called the Tavern of 
the Devil and St. Dunstan in London.” The greatest development of 
corporate suretyship, however, has taken place in the United States, 
where most surety contracts are written by multiple line casualty in- 
surance companies. Corporate sureties were founded in the U.S. over 
eighty years ago, and since the Heard Act in 1894, have been bonding 
federal contractors. 


Negotiable instruments, which originated in the medieval seaports," 
are one of the few remaining forms for personal suretyship. In the 
United States, an early Supreme Court decision upheld the validity 
of a personal surety contract given by the United States as surety for 
the faithful performance of a Navy purser, even though the bond 
was not prescribed by law." 


10 “He that is surety for a stranger [the Hebrew word for another] shall smart for 
it,” and “he that hateth suretyship is sure.” Proverss XI:15. Some signers or en- 
dorsers of checks who have paid pe | for their kindness may regret failing to heed 
Solomon’s other warning: “A man void of understanding striketh hands and becometh 
surety in the presence of his friends.” Proverss XVII :18. 

11 Morgan, The History and Economics of Suretyship, 12 Corn.L.Q. 153, 487 (1927). 

12 Higgins, The Construction Fraternity and Contract Bonds, The Constructor, Nov. 
1952, p. 62. 


13 Rabinowitz, The Origin of the Negotiable Promissory Note, 104 U.Pa.L.Rev. 
927 (1956). 


14 United States v. Tingey, 9 U.S. (5 Cranch) 248 (1831). 
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C. Types of Bonds. 


In 1894, Congress by the Heard Act required that a single bond, 
covering the obligation of performance and payment of labor and 
material bills, be furnished with federal contracts for public buildings 
and works.* For procedural reasons relative to the enforcement of 
the bond, the Heard Act was superseded to require that two bonds be 
filed with separate obligees, but the substantive coverage remained 
unchanged. The payment bond is solely for the protection of sup- 
pliers of labor and material;’* the performance bond is solely for the 
benefit of the Government.’* 

The two-bond system of the federal government is increasingly 
being accepted by the states and is now regarded favorably by ma- 
terial suppliers, subcontractors and bonding companies."® 


PayMENT Bonp. By guaranteeing payment for labor and materials 
furnished the contractor under the contract, the payment bond as- 
sures the contractor’s credit, and thus expedites the subcontractor’s 
performance. It reduces to a minimum the filing of mechanic’s liens 
and the loss of time and money necessary for enforcing them by liti- 
gation. As mechanic’s liens or other liens cannot be filed against 
property of the United States and of most states, the payment bonds 
have a singular value with respect to public works contracts as they 
assure payment to those who might otherwise have to depend solely 
on the personal responsibility of the contractor. Hence, the bond 
requirement tends to lower bids because it eliminates the tendency to 
add to the bid a figure to cover the credit hazard. 


PERFORMANCE Bonp. The Comptroller General has ordinarily 
tended to discount the element of financial responsibility if a per- 


15 Act of August 13, 1894, 28 Strat. 279, which was amended by the Act of March 
23, 1910, 36 Stat. 241, 6 U.S.C. § 8 (1952), and repealed by the Miller Act of August 
24, 1935, 49 Stat. 793, 40 U.S.C. § 270a (1952). The policy of the original law is dis- 
cussed in Globe Indemnity Co. v. United States, 291 U.S. 476, 482-3 (1934). Also see 
United States v. National Surety Co., 92 Fed. 549, 551 (8th Cir. 1899). Even where 
security is not specifically authorized by law, it may be required by administrative 
action unless prohibited by law. Moses v. United States, 166 U.S. 571, 586 (1897). 

16 The unpaid laborers and materialmen have no right to payment from the United 
States. See Moss, Bankruptcy of the Prime Contractor, 16 Fev.B.J. 323 (1956) ; 
Schmoll v. United States, 105 Ct.Cl. 415, 455 (1946). The Government has an 
equitable obligation to provide for payment. National Surety Corp. v. United States, 
132 Ct.Cl. 724, cert. denied, 350 U.S. 902 (1955). On rights of workmen and material- 
men, see 4 Corsin, Contracts 167 et. seg. (1951) ; Cushman, note 5 supra. 


17 Hence, it cannot be construed to cover payments to third persons, such as claims 
for negligence. United States v. Massachusetts Bonding and Insurance Company, 18 
F.2d 203 (6th Cir. 1927) ; United States v. Harman, 192 F.2d 999 (4th Cir. 1951). 


18 For state statutory citations, see Cushman, note 5 supra, at 260. 
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formance bond is given by the contractor. Hence, such a bond en- 
ables a bidder without large resources to compete for public con- 
tracts.?® 


The performance bond guarantees that the work will be completed 
as required by the contract. The surety, of course, has no obligation 
to complete the contract work itself, but is obligated only to pay any 
completion costs incurred by the government.” As a practical mat- 
ter, however, sureties often arrange for completion of the work under 
“take over” agreements with the Government. 

The bond assures against loss through diversion or misapplication 
of funds by the contractor or his employees in the event that such 
loss precipitates a default of the contractor. It also provides protec- 
tion against loss through use of defective materials or workmanship, 
and through improper installations resulting from inexperience or 
other failure to adhere to plans and specifications. It also provides 
against lack of performance because of bankruptcy or abandonment 
of the work by the contractor, and for a host of other contingencies. 
In short, the Government’s risk of loss is assumed within the limits 
of the penalty of the performance bond, which usually is in the 
amount of some percentage of the contract price.” 


D. Remedies of the Surety. 


The basic right of the surety is to be indemnified by its principal.” 
As a corollary, the surety may, when its obligation to pay becomes 
absolute, require its creditor to proceed against the principal. This 
remedy is called exoneration.* Another fundamental right is that 


19 See note 6 supra. 
20 34 Comptr.GEN. 143 (1954). 


21 The United States Bureau of Reclamation, in its form Special Construction 
Contingency, uses a varying percentage for performance and payment bonds for con- 
struction contracts. The percentage of performance bond ranges from not less than 
50% for contracts up to $1 million, to not less than 20% for contracts of $25 million 
and over. The United States Public Roads Administration requires a performance 
bond of 50% of the original contract cost and a payment bond in like amount. Art. 3.3, 
Specifications for Construction of Roads and Bridges in National Forests and National 
Parks, Federal Works Agency, Public Roads Administration. This form was adopted 
in 1941 but retained when the Public Roads Administration was transferred to the 
Department of the Interior. In 1956, the Administration was transferred to the 
Commerce Department. 

22 See 124 A.L.R. 1169 (1940). 


23 Morley Const. Co. v. Maryland Casualty Co., 84 F.2d 522 (8th Cir. 1936); cert. 
denied, 302 U.S. 748 (1937) ; Kelleam v. Maryland Casualty Co., 312 U.S. 377 (1941). 
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the surety, to the extent that he has satisfied the duty of the prin- 
cipal to the creditor, is subrogated to the rights of the creditor.” 
The surety may also secure contributions from co-sureties.> Under 
certain circumstances when a surety has reasonable cause to believe 
or to fear that the contract consideration is or will be diverted by 
the contractor, it may petition for a writ of quia timet.* If the writ 
is granted, the unpaid contract price as earned will be paid into court 
for the benefit of laborers, materialmen, workmen, and subcontrac- 
tors. 

The surety must pay before it is entitled to contribution and subro- 
gation, whereas the right of exoneration forces payment by the prin- 
cipal before recourse to the surety and is enforceable only in equity. 
The recovery made by the surety in reimbursement from the prin- 
cipal is generally referred to by the maritime term “salvage,” and is 
an increasingly important part of the surety’s income. 


E. Corporate v. Individual Sureties. 


In primitive and archaic law, the individual surety was usually mo- 
tivated not by material rewards but by a desire to help the principal 
because of friendship or kinship. Hence, the uncompensated or 
accommodation surety was the darling or favorite son of law and 


equity.”* 

The corporate surety, on the other hand, at least in so far as the 
creditor is concerned, writes a form of insurance. A bonding com- 
pany is in business for profit, deriving its income from premiums 
and investments. Because it profits by underwriting risks, it is often 


24 Subrogation is a right derived from the Roman law. Aetna Life Ins. Co. v. 
Middleport, 124 U.S. 534 (1888). It requires the true debtor to pay him who in good 
conscience ought to be paid. As the creature of equity, it is not an absolute right 
and may be defeated for equitable reasons. River Junction v. Maryland Casualty Co., 
110 F.2d 278 (Sth Cir. 1940), cert. denied, 310 U.S. 634; National Surety Corp. v. 
Allen Codell Co., 70 F.Supp. 189 (E.D.Ky. 1947). For a typical state statute see 15 
Ox.ta.Srat. 383. On the surety’s equity of subrogation, see Watts, The Judicial Trend 
of Subrogation, a paper read before the Fidelity & Surety Insurance Section, A.B.A., 
on September 16, 1952. For a lucid exposition of the application of subrogation where 
surety completes the contract after the principal’s default, see Scarsdale Natl. Bank v. 
United States Fidelity and Guarantee Co., 264 N.Y. 159, 190 N.E. 330 (1934). Also 
see RESTATEMENT, SEcurRITY § 141 (1941). 

25 United States v. Ryder, 110 U.S. 729 (1884) ; ARaANT, HANDBOOK OF THE LAW OF 
SurReEtysHIP 333 (1931). 

26 See Downs, Quia Timet, or The Prevention of Anticipated Diversion of the 
Contract Fund, a paper read before the Insurance Section, A.B.A. Annual Convention, 
1956. Morley Constr. Co. v. Maryland Casualty Co., 90 F.2d 976 (8th Cir. 1937), 
cert. denied, 302 U.S. 748. 

27 ARANT, HANDBOOK OF THE LAW OF SURETYSHIP AND GuARANTY 140 (1931). 
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treated less tenderly by the courts than the personal surety—in fact, 
sometimes as though, far from being the favorite son of equity, its 
paternity was questionable.* Thus, the Heard Act and its suc- 
cessor, the Miller Act, and the bonds written thereunder, have been 
liberally construed for the protection of those who furnish labor 
or materials for public works.*® To cite another example, a personal 
surety is discharged where a contract is changed without his consent 
—unless the modification can only be beneficial to the surety (such 
as a reduction in principal or interest). A corporate surety, on the 
other hand, is not usually discharged unless the contractual change 
materially increases the risk.°° In the standard form of government 
construction contract, however, the surety agrees that changes with- 
out its consent will not relieve it from liability. The contract of 
the accommodation surety is strictly construed in his favor, while 
any ambiguity in the bond of the corporate surety is construed 
strictly against the company. 


F. Trends 


Two salutary recent tendencies should be noted. First, a few states 
have passed laws extending bond protection to private work.** Sec- 


282 Corsin, ConTRAcTS 296-297 (1951) ; RESTATEMENT, Security 340-341 (1941). 
R. Emmett Kerrigan, in his excellent paper, The Surety as Competing Claimant to 
Contract Funds, delivered before the Insurance Section, A.B.A. Annual Convention, 
1956, maintains (at p. 6) that the traditional surety doctrines may have eroded because 
personal sureties who won the historic case of Prairie State Bank v. United States, 164 
U.S. 227 (1896), and other important early decisions have been replaced by bloodless 
corporations. He cites the varied views on whether a compensated surety is entitled to 
the same treatment as a gratuitous surety: STEARNS, LAw oF SuRETYSHIP 2, 12, 89-103 
(Sth ed., Elder’s Revision, 1951) ; 42 Harv.L.Rev. 838 (1929) ; 50 Am. Jur, Surety- 
ship, §§ 312-313 (1944). Mr. Kerrigan then states: “The habit of attributing inhuman 
characteristics to those not human has infected the thinking of suretyship law. It is 
sometimes difficult in this atmosphere to induce courts to recognize that a surety com- 
pany—often equated with an insurance company—has any appealing equities.” 

29 Standard Ins. Co. v. United States, 302 U.S. 442 (1938). While citing the rule, 
courts sometimes uphold the surety. United States v. Maryland Casualty Co., 54 
F.Supp. 290 (W.D.La. 1944), aff'd, 147 F.2d 423 (5th Cir. 1945). Also see United 
States v. Carter, 229 F.2d 645 (9th Cir. 1956), cert. granted, 351 U.S. 917 (1956). 
The court held that trustees of a union health and welfare fund cannot recover on a 
payment bond because the collective bargaining agreement provided that contributions 
to the fund shall not constitute or be deemed to be wages. 

30 RESTATEMENT, SEcuRITY § 128 (1941). A surety is not discharged by changes in 
plans and specifications even though it is not notified thereof when such changes are 
authorized by the contract or the bond. United States v. McMullen, 222 U.S. 460, 
468-471 (1912) ; also see United States v. U.S. Fidelity Co., 236 U.S. 512 (1915). If 
the principal contract, however, is materially altered without the surety’s knowledge 
or consent, the surety is ordinarily discharged. Written consent is, therefore, required 
by government agencies. 28 Comptr.GEN. 468, 470 (1949). 

81 Cushman, Bonds on Public Works, Crepit MANUAL oF CoMMERCIAL Laws 568 
(Nat’l Assn. of Credit Men, 1956). 
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ondly, the surety industry with the cooperation of interested profes- 
sions and businesses has evolved new performance and payment bond 
forms for private construction.*? The latest forms issued in 1946 
include all the protective features contained in those employed on 
federal works under the Miller Act. The new private performance 
bond, for instance, provides that if the contractor defaults, the surety 
will promptly complete the work or procure a contractor who will 
do so. If made essential by the default, additional financing is some- 
times provided by the surety within the limits of the guarantee. 

An interesting recent recognition of the value of surety bonds 
is the enactment of the Act of August 9, 1955,°* which, among other 
things, repealed the prior prohibition against federal government 
paying the premiums to cover its officers and employees. 

Despite the value of surety bonds, proposals are sometimes made 
for the replacement of some types of private surety bonds by a 
government surety fund or self insurance. It would appear some- 
times desirable, however, to grant discretionary authority to admin- 
istrators to dispense with the bond requirements to meet special 
conditions. For example, amendments to the Miller Act permit the 
waiver of its requirements by specified agencies, with respect to 
certain contracts.** Moreover, in times of war, or national emer- 
gency, certain agencies may waive the act’s requirements.*® 


IV. TERMINATION: RIPENING OF SURETY’S OBLIGATION 


As the surety’s obligation is conditional on default, an understand- 
ing of government termination procedures seems useful at this point, 
with emphasis on termination for default. 


A. General. 


A much cited case in the field of termination of government con- 
tracts is the decision of the Supreme Court in the case of United 


32 Td. 

33 69 Strat. 618 (1955), 6 U.S.C. § 14 (Supp. III, 1956). 

34 For example, Act of April 29, 1941, 55 Stat. 147; 40 U.S.C. §270e (1952). Thus, 
the requirement may be waived by a contracting officer on contracts performed in a 
foreign country if furnishing of a bond is found impracticable. 

35 Title II, First War Powers Act, 55 Stat. 839 (1941), as amended, 50 U.S.C.App. 
611, and Exec. Orders 9001, 6 Fep. Rec. 6787 (1941), and 10210, 16 Fep. Rec. 1049 
(1951), issued pursuant thereto. 
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States v. Corliss Steam-Engine Company ,** which held that the statu- 
tory authority to contract for the procurement of naval stores neces- 
sarily included the authority to terminate a contract in the best 
interests of the Government and to enter into a settlement agree- 
ment to that effect. Accordingly, the Government could terminate 
a contract for convenience, i.e., was not obliged to wait until the 
natural termination of the contract, even in the absence of a statutory 
or contractual provision expressly permitting such action. 

This decision, though important in peace, assumes added value, 
it is noted, during a post-war period, when government contracts 
are terminated rapidly and in large numbers.** This was demon- 
strated by the experience after World War I. At that time, most 
government contracts either did not contain a termination provision, 
or else contained one providing for cancellation in the event of breach 
by the manufacturer.** Soon after the United States entered the 
war, a simple termination provision was the subject of experimenta- 
tion. The ending of the war caused, as usual, important economic 
effects, including the flooding of the courts with claims and disputes 
involving war contracts. 


It remained for World War II to stimulate the approval of a stand- 
ard termination clause which gave the contracting officer the alter- 
native of either assessing liquidated damages for delay or terminating 
the contractor’s right to proceed.*® The war also caused the evolu- 
tion of various procedures to fit many kinds of needs. An impor- 
tant law passed was the Contract Settlement Act of 1944 (now 


inoperative) the purpose of which was to expedite settlement of war 
contracts. 


36 9] U.S. 321 (1876). This decision was discussed and relied on by the Comptroller 
General in sustaining voluntary settlements for the Government’s convenience even in 
the absence of an authorizing article in the contract. 18 Comptr.GEeNn. 826 (1939). 

37 The end of hostilities of both World War II and the Korean conflict caused the 
termination of several billion dollars worth of government contracts involving thousands 
of prime contracts and subcontracts. U.S. CHAMBER oF COMMERCE, CONTRACT 
TERMINATION GuIDE 1 (1954). On procedures, see TREIGER, ACCOUNTING GUIDE FOR 
DeFreENSE Contracts 167 (1953). During the year and a half after VJ Day the War 
Department settled 133,976 contracts with a canceled commitment value of about $146 
billion, and the Navy Department 63,028 contracts, with a canceled commitment value 
of about $16 billion. Only a relatively small number of the terminated contracts were 
not settled by agreement. 

38 Gromfine and Edwards, Terminations After World War I, 10 Law & ConTEMP. 
Pros. 563, 568 (1944). 


39 For history and analysis of termination see 14 Fep.B.J. 191 et seg. (1954), and 
Gubin, Current Termination Methods and Procedures, 13 Fev.B.J. 189 et seg. (1953). 
40 58 Star. 649. 






216 THE GEORGE WASHINGTON LAW REVIEW 


During World War II procedures were evolved whereby if the 
Army Board of Contract Appeals found that the contracting officer 
terminated a contract for insufficient cause, the termination could 
be transformed into a termination for the convenience of the Gov- 
ernment. Under the provisions of the World War II Termination 
for Default Article, terminations were treated as for convenience 
where the contractor was not guilty of gross and willful default.** 


The authority of non-defense government agencies to terminate 
a contract because of the contractor’s default, or, in the alternative, 
for the convenience of the Government, is also clearly established. 
Under the existing standard form of termination article, the con- 
tractor and the contracting officer can agree upon the settlement 
of a terminated contract. If no agreement can be reached, the 
contracting officer may unilaterally determine the amount due, which, 
in the absence of an administrative appeal is generally binding on 
the contractor and the Government.*” 


Under the standard form of government construction contract, 
in use until recently, the imposition of liquidated damages for delay 
was held a remedy alternative to termination by default, and, there- 
fore, such damages could not be imposed after termination for de- 
fault.“* During this period some contracts provided for liquidated 
damages until completion by the original or replacing contractor, in 
case of termination by default, and in addition, provided for excess 
costs under the replacing contract.** Article 5 of the present Stand- 
ard Form 23 (March, 1953) provides that the Government may 
terminate the contract, and complete the work and utilize the 
material on the site. —The contractor and sureties, in addition to being 
liable for excess costs, are also liable for liquidated damages, if speci- 
fied, or, if not, actual damages, for delay.** The Government may 


41 Pursuant to Armed Services Procurement Act of 1947, 41 U.S.C. §§ 151-161 
(1952). The Armed Services Procurement Regulations, 32 C.F.R., Subchapter A § 8 
(Supp. 1955), provides a comprehensive plan for the settlement of terminated contracts. 
The basic objective is to achieve a fair and prompt settlement. 

42 See 20 Comptr.Gen. 573 (1941) ; Wienshienk and Feldman, The Current Chal- 
lenge of Military Contract Termination, 66 Harv.L.Rev. 47, 73-77 (1952). 

#3 Under Article 9 of the Standard Form for Construction Contracts No. 23, the 
Government was not entitled to recover liquidated damages for delay in completion 
where subsequent to the specified completion date, the Government terminated the con- 
tractor’s right to proceed. United States v. American Surety Co., 322 U.S. 96 (1944) ; 
Maryland Casualty Co. v. United States, 93 Ct.Cl. 247 (1941). 

44 31 Comptr.GEn. 428 (1952). 

45 The liquidated damage provision has been discussed elsewhere. Haas, 4A New 
Look at the Liquidated Damage Provision of the “Default” Clause in Government Con- 
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elect not to terminate the contract but to require the contractor to 
complete the work and hold the contractor and sureties for liquidated 
or actual damages. 

In the absence of a showing that the surety was acting as an agent 
of the contractor, a surety disputing the validity of the termination 
for default must take its administrative appeal under the disputes 
clause in the name of the contractor. If a timely appeal is taken 
by the contractor, the surety, if the contractor cannot afford to pay 
for counsel, provides counsel for the contractor in an attempt to 
transform the termination from one for cause to one for convenience. 
If successful the contractor becomes entitled to compensation, 
generally for all costs incurred in performance up to the date of 
termination, plus a reasonable profit. 


B. Insubstantial Breach. 


Under the present Standard Form 23 (March, 1953), a contract 
may be terminated “if the contractor refuses or fails to prosecute 
the work, or any separable part thereof, with such diligence as will 
insure its completion within the time specified in this contract, or 
any extension thereof, or fails to complete said work within such 
time. . . .47 Assuming that the required contractual written notice 
of termination has been given,** the usual defense is that the alleged 
defaults and deficiencies were not substantial and material, and that 
the termination was, accordingly, arbitrary and erroneous. The 
breach must be so substantial and fundamental as to defeat the object 
of the parties in making the contract. However, a series of minor 
incidents may justify termination for failure to perform to the com- 
plete satisfaction of the contracting officer. 


tracts, 14 Fep.B.J. 407, 428-429 (1954). For a decision imposing excess costs of com- 
pletion and liquidated damages, see Hartford Accident & Indemnity Co. v. United 
States, 130 Ct.Cl. 490 (1955). 

46 An assignee, like a subcontractor, on a government contract does not have a right 
of separate appeal from a notice of termination of a government contract, on which he 
holds an assignment. Fashion-Sports Shoe Co., ASBCA Nos. 2546-2552 (1955), 6 
CCH Contr. Cas. Fep. 61,921. The Armed Services Board has stated that the pro- 
priety of a termination for default, although no appeal therefrom was timely taken, 
may be reviewed upon a timely appeal from the later demand for excess costs. Sherr 
Bros. Mfg. Co., ASBCA No. 2888 (1956). 

47 U.S. Standard Form 23 (Rev. Mar. 1953), Construction Contract, Article 5. 

48 Article 11 of U.S. Standard Form 32 (Supply, Nov. 1949), however (used be- 
tween 1926 and 1935), permits termination of the contract without prior notice to the 
contractor and regardless of how slight the delays. 

49 Anvil Mine Co. v. Humble, 153 U.S. 540 (1894) ; Mac Exploration Co., 61 INT. 
Dept. 237, 254 (1953) ; Fitzhenry-Guptil Co. ASBCA No. 1885 (1956); Risik, De- 
faults in Federal Government Contracts, 14 FEp.B.J. 339, 345 et seg. (1954). 
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C. Justifiable Default. 


Termination for default is proper where the contractor fails to 
perform the contract satisfactorily either as to the quality or quan- 
tity of the work, whether because of a lack of funds to supply enough 
properly skilled personnel or proper materials, or because of ad- 
judicated or voluntary bankruptcy of the contractor, or a general 
assignment for creditors, or for a number of other reasons." The 
contractor or its surety often tries to show that if the default is 
due to delay, the Government is at least partially responsible for such 
delay. An example of this would be where the Government breached 
its duty to supply essential equipment, thus forcing the contractor 
to abandon performance. Another example is illustrated by a recent 
administrative appeal, where the Armed Services Board of Contract 
Appeals refused to permit the Government to terminate for default 
because of a lack of performance. The Board held that while the 
contractor is required to have the “know-how” for completing the 
contract, he is not at fault where the problem in a contract requiring 
highly technical knowledge was created by a change order.** 


D. Laches. 


Another defense which is sometimes successful is that the Govern- 
ment has waived its remedy because of its failure to take prompt steps 
to terminate the contract. This rule flows from the general con- 
tract doctrine that rescission of a contract must be within a reason- 
able time after the ground for the rescission arises, and that if the 
injured party chooses to go on with the contract, his choice is final. 
Hence, permitting the contractor to continue to work after the time 
set for completion had expired may be construed to be a waiver of 


50 In the absence of precise specifications in the contract as to the quality of work 
expected from the tools contracted for, the general trade practice and usage was ap- 
plied with regard to standards of workmanship, and it was held that the rejection of 
the work was proper. Dunbore, d/b/a Diecraft, ASBCA No. 579; 5 CCH Contr. Cas. 
Fep. par. 61,134 (1950). Hardships or inconvenience involved in the fulfillment of a 
contract will not relieve a party from compliance therewith. Industrial Engineering 
Co. v. United States, 92 Ct.Cl. 54, 60 (1940). 


51 Stubnitz Greene Spring Corp., ASBCA Nos. 2608 and 3651, 6 CCH Contr. Cas. 
Fep. par. 61,960 (1956). 

52 While termination must come within a reasonable time under the default article, 
and is invalid if unduly delayed especially if to the detriment of the contract, the Gov- 
ernment does not relinquish its right to terminate by instituting reasonable negotiations 
with the contractor. Acme Litho Plate Graining, Inc.. ASBCA Nos. 2878 and 2879 
(1956). 
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the time requirement of the contract.** And where the contractor 
corrected the offending conditions within the time specified, the 
termination notice was held to be canceled. In another recent 
case, the waiver of the immediate right to terminate for default was 
held implied by the assurance of a government representative that 
a sample drawing would be evaluated as an acceptable substitute for 
something specified in the contract. 


E. The Surety as a Volunteer. 


In one case, the surety acted under the erroneous assumption that 
the contractor was in default and in breach of contract, and the 
surety took over and completed the work. Then it sued the Gov- 
ernment for some money due the contractor. The court held that 
the Government had committed a breach of contract, and hence the 
contractor was justified in discontinuing performance and the surety 
on the contractor’s bond was not obligated to complete the work 
or to respond in damages to the Government, and, consequently, was 
not entitled to recover an amount owing the contractor when the 
contractor ceased work. Thus, it can be seen that the surety must 
beware of the rule that volunteer work creates no obligation for 
payment on the part of the Government,*’ and that the surety is 
not entitled to subrogation until it has performed a legal obligation 
of the principal. 


One method, however, of avoiding the volunteer rule is for the 
bonding company to make an indemnity agreement with the con- 
tractor which authorizes the surety in its sole discretion to take 
over and complete the contract. The United States Court of Appeals 
for the First Circuit™ recently held that such a provision in an in- 
demnity agreement made it unnecessary to decide whether the con- 
tractor had unjustifiably defaulted on his contract with the Govern- 
ment; that the provision protected the surety who in good faith (and 


53 See Decotone Products Co., ASBCA No. 2735 (1956). 
54 Atlantic & Pacific Wire & Cable Co, ASBCA No. 2615 (1956). 


55 Shreveport Laundries, Inc., ASBCA No. 3037; 6 CCH Contr. Cas. Fep. par. 
61,948 (1956). The Government’s repeated acquiescence in the contractor’s deliberate 
and open deviations from the specifications made termination because of such deviations 
improper. Universal Microphone Co., ASBCA No. 2227 (1956). 


56 Rupert W. K. Anderson v. United States, 97 Ct.Cl. 545 (1942). 
57 Penker Construction Co. v. United States, 96 Ct.Cl. 1, 51 (1942). 
58 Seaboard Surety Co. v. Dale Construction Co., 230 F.2d 625, 630 (1st Cir. 1956). 
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presumably with reasonable cause) stepped in to complete the con- 
tractor’s stalled project. 


V. Tue ScRAMBLE FoR ASSETS. 


The surety has usually three arrows in its quiver when battling for 
contract funds: (1) the contractor’s implied (if not express) obli- 
gation to indemnify the surety against any loss due to a contractual 
breach; (2) an express agreement whereby all payments under the 
contract are assigned to the surety, effective upon the contractor’s 
breach, and subrogating the surety to all the contractor’s rights under 
the contract; and (3) equitable subrogation to the rights of the owner 
against the contractor, or to the rights of materialmen the surety has 
paid. 

The overlapping of these implied and express rights has frequently 
created confusion as to which factor was determinative on the court. 

The assets scrambled for are funds (progress payments and re- 


tained percentages) due the contractor from the Government, but 
which for one reason or another the Government, at the time of 


cancellation of the contract, has not yet actually paid.” 

The locale of the struggle varies. Instead of being fought before 
a contracting or disbursing officer of a federal agency, or the Comp- 
troller General, it may be waged before a referee in bankruptcy, 
a state or federal court, or a legislative body, or a state or local 
agency. 


The adversaries are usually one or more of the following: (1) 
The trustee in bankruptcy, or other representative of an insolvent 
contractor; (2) The assignee bank or other lending institution; and 
(3) The United States, as owner, stakeholder, or even tax creditor. 

The typical case involves a bonding company which has com- 
pleted the contract for the defaulted contractor and is endeavoring 
to retrieve some or all of its costs, and is competing with other credi- 
tors after the same fund. But alas; the funds are insufficient, and the 
scramble to establish legal priorities begins. 


59 See Foster, Surety’s Rights Under Its Indemnity Agreement, PROCEEDINGS OF 
INSURANCE Section, A.B.A. 159-160 (1942-1943). 

60 Public building contracts call for progress payments based on periodic estimates 
of the value of work done and for retained percentages to be held back. Comment, 
The Assignment of Claims Act of 1940, Assignee v. Surety, 20 U.Cu1.L.Rev. 119, 120 
(1952). 
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A. The Surety v. Trustee in Bankruptcy. 


Bankruptcy often follows closely on the heels of the contractor’s 
default. The surety’s most vulnerable adversary has proved to be 
the trustee in bankruptcy, or other representative of the insolvent 
contractor, and any of the contractor’s general creditors." A per- 
forming surety should and usually does prevail over a trustee whose 
rights spring from a non-performing contractor. As the contractor’s 
default caused a forfeiture, the contractor balance does not belong 
to him and, consequently, is not a part of his bankruptcy estate. As 
the retained funds are security for faithful performance, they are 
available to pay the cost of completion and other damages attributable 
to default. The procedural phases of bankruptcy law, however, 
have caused some concern at times in the enforcement of equitable 
liens, as the surety’s subrogation rights are sometimes called. 


B. The Surety v. Assignee Bank. 


Where the contractor borrows money, the bank or other lender 
may demand as security an assignment of the proceeds of the con- 
tract. Until 1940, the lenders had suffered fairly consistent defeat, 
because the Supreme Court had upheld the priority of sureties as 
subrogees in two early landmark decisions.“ But in 1940, the As- 
signment of Claims Act transformed their so-called equitable lien 
into a statutory legal assignment. The effect of this is explained 
as follows. 


Errecr or AssIGNMENT OF CLatms Act oF 1940 on SuRETY’s 
Ricuts. An old statute voided assignments of any claim upon the 


61 Hartford Accident & Indemnity Co. v. Coggin, 78 F.2d 471 (4th Cir. 1935) ; 
Street v. Pacific Indemnity Co., 79 F.2d 68 (9th Cir.), cert. denied, 297 U.S. 718 
(1935) ; Danais v. M. De Matteo Const. Co., 102 F.Supp. 874 (D.N.H. 1952). Contra, 
American Surety Co. of New York v. Ownes, 66 F.2d 190 (D.C.Cir. 1933); In re 
Flotation System, 65 F.Supp. 698 (S.D.Cal. 1946). 

62 Rosenbaum v. Century Indemnity Co., 168 F.2d 917 (2d Cir. 1948), discussed by 
Watts, supra note 24, at 16. 

63 Prairie State Bank v. United States, 164 U.S. 227 (1896) ; Henningsen v. United 
States Fidelity & Guaranty Co., 208 U.S. 404 (1908). On the general subject of as- 
signments, see Allhusen v. Cariston Construction Corp., 303 N.Y. 446, 103 N.E.2d 891 
(1952) ; Nichols, Assignment of Claims Act of 1940—A Decade Later, 12 U.Pirr. 
L.Rev. 538 (1951). 

€4 Act of October 9, 1940, 54 Strat. 1029, as amended by 65 Stat. 41 (1951), 31 
U.S.C. § 203, 41 U.S.C. § 15 (1952). 
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United States. The United States Supreme Court, per Mr. Justice 
Cardozo, held that the law was designed to protect the Government 
from the “danger of becoming embroiled in conflicting claims, with 
delay and embarrassment and the chance of multiple liability." A 
subsequent decision of the same Court stated that the primary pur- 
pose of such laws was to prevent persons of influence from purchas- 
ing claims and using the payments improperly.** The Assignment 
of Claims Act of 1940, as amended, modified the laws to enable a 
contractor to obtain private financing of a government contract. 
One of the five specified limiting conditions of the law is that the 
assignee file written notice of the assignment with all interested parties, 
which, of course, includes the surety. Delay in furnishing notice 
of the bank’s assignment has been held not to operate to make the 
rights of the surety superior to the assignee bank unless such delay 
operated to the disadvantage of the surety.®* 

In 1945, the Court of Appeals for the Fifth Circuit held that an 
assignment to a bank under the statute was valid and absolute for 
all purposes, and was superior to the claim of a surety which could 
not obtain a legal assignment under the statute. The court sug- 
gested, however, that the surety might have won if the loan had 
not been used to perform the contract. Almost five years later, the 
same court awarded the funds to the bank assignee, primarily on 
equitable rather than statutory considerations. While the bank 
recovered progress payments earned and assigned before the default, 
the court noted the doctrine of the Prairie State Bank case,” to the ef- 
fect that the surety would receive the retained percentage. Although 
payment bonds have not been considered by this court relative to this 
question, it would appear that the rationale would be the same in 
such a case. 


The Court of Claims, the most important judicial body with re- 


65 Rev. Start. § 3477 (1878). 

66 Martin v. National Surety Co., 300 U.S. 588, 594 (1937). 

87 United States v. Aetna Casualty & Surety Co., 338 U.S. 366, 373 (1949). 

68 See 33 Comptr.GEn. 608 (1954). 

69 Coconut Grove Exchange Bank v. New Amsterdam Casualty Co., 149 F.2d 73 
(Sth Cir. 1945). Prior to the enactment of the Assignment Act of 1940, this court, 
with one member dissenting, had disagreed with the majority rule and awarded prog- 


ress payments to the bank. Town of River Junction v. Maryland Casualty Co., 110 
F.2d 278 (Sth Cir. 1940). 


m- — Casualty Co. v. Second Nat’l Bank of Houston, 178 F.2d 679 (Sth Cir. 


71 Prairie State Bank v. United States, 164 U.S. 227 (1896). 
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spect to contract claims against the Government, has become the 
rescuer of the payment and performance bond surety. It has held 
that the surety is entitled to preference over the naked assignee with 
respect to payments due under the contract.” The court based its 
decision on its view that the surety is subrogated to the rights of 
both the contractor and the Government. 


With these two federal courts disagreeing in reasoning and result, 
the Comptroller General follows the usual policy of refusing to allow 
claims where there is considerable doubt as to their validity.* The 
competing claimants are left to settle their differences by mutual 
agreement or litigation. One writer, in a recent article,"* expressed 
his view as follows: “Under the assignment the assignee has a legal 
right to payments becoming due prior to the contractor’s default. 
Where the assignee’s loan to the contractor was used in carrying 
out the contract, payment to the assignee, to the extent necessary 
to make it whole, in preference to the surety would appear to be 
proper since in the absence of such loan the liability of the surety on 
the performance and payment bonds would have been that much 
greater.” 


To this, sureties and others respond with several arguments, such 
as the fact that the bank had notice of the bond because the bond is 
required by statute, and the fact that the surety cannot fix bond pre- 
miums on the assumption that the surety’s claim will become subor- 
dinate to a subsequent assignee’s claim.” 


72 See, e.g., Hardin County Savings Bank v. United States, 106 Ct.Cl. 577 (1946), 
Judge Jones dissenting; Royal Indemnity Co. v. United States, 117 Ct.Cl. 736 (1950), 
Judge Madden and Chief Judge Jones dissenting, preferring the views of the Fifth 
Circuit. These decisions have been presaged by a decision not involving a surety. 
Also Modern Industrial Bank v. United States, 101 Ct.Cl. 808 (1944). In a recent 
decision which adhered to the Royal decision, Nat’l Surety Co. v. United States, 132 
Ct.Cl. 724 (1955), Chief Judge Jones and Judge Laramore dissented. Under the As- 
signment Act of 1940, an assignee may be brought in as a party defendant in a suit by 
the company against the Government for money paid to it for labor and material. 
Maryland Casualty Co. v. United States and Fidelity Trust Co., Ct.Cl. No. 252-55 
(decided June 5, 1956), 141 F.Supp. 900 (1956). 


73 33 Comptr.GEN. 608 (1954), which contrasted the reasoning of General Casualty 
Co. v. Second Nat’l Bank of Houston, 178 F.2d 675 (Sth Cir. 1949) and Royal In- 
demnity Co. v. United States, 117 Ct.Cl. 736 (1950). The Comptroller General fol- 
lowed the recommendation of the court in Charles v. United States, 19 Ct.Cl. 316 
(1884), and Longwill v. United States, 17 Ct.Cl. 288 (1881). 

74 Shnitzer, Assignment of Claims Arising Out of Government Contracts, 16 Fen. 
B.J. 376, 400 (1956). 

75 Watts, note 24 supra, at 13; Nichols, note 63 supra, at 563; Kerrigan, note 28 
supra, at 9; Note, 101 U.Pa.L.Rev. 120 (1952); Comment, 20 U.Cu1.L.Rev. 119 
(1952) ; Note, Right of a Surety on a Government Building Contract to Priority on 
Progress Payments and Retained Percentages Held by the Government, 18 Norre 
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C. The Surety v. United States. 


The most powerful adversary of the surety is the Government 
when it is a competing claimant. Its role in this capacity is increas- 
ingly important as both government contracting and taxation activi- 
ties increase. 


Unitep States as Owner. In the much-discussed Munsey Trust 
case, the Supreme Court sanctioned the Government’s action in set- 
ting off an unrelated indebtedness of the contractor against the 
unpaid contract funds claimed by the surety on the payment bond.” 
The Court of Claims applied the Munsey doctrine in Standard Acci- 
dent Insurance Company v. United States. But in that case, unlike 
the Munsey Trust case, the contractor, not being a party, was unable 
to assert any defense which he might have to the offset. The court 
held that the Government’s right to offset and apply the contract 
retainage upon a tax liability of the contractor was prior to the claim 
of a completing and competing surety because the surety as subrogee 
could acquire no greater rights than the contractor for whom it was 
substituted. The same reasoning has been applied by the Comptroller 
General with respect to unpaid progress estimates earned by the 
contractor prior to default.” 


The surety may sometimes protect itself from set-off claims by 
the Government by means of an agreement whereby for an additional 
consideration the Government promises to reimburse the surety for 
completion costs out of the retained funds.” Thus, the Comptroller 
General has held valid a “take over” agreement under which the 
surety received the benefit of certain moneys earned by but unpaid 
to the contractor prior to default, and found that such moneys were 


Dame Law. 155 (1942). The Notre Dame note concludes that the surety should have 
a superior right not only to retained percentages but also to progress payments earned 
but not collected. 

76 United States v. Munsey Trust Co., 332 U.S. 234 (1947). The loss in question 
resulted from the principal’s defaulted bid upon another contract. 

77119 Ct.Cl. 749 (1951) ; cf. Fireman’s Fund Indemnity Co. v. United States, 104 
Ct.Cl. 648 (1945). 


78 The Comptroller General has distinguished between contract balances owed for 
goods and services from which an independent debt of the contractor may be offset, 
and a cash pledge or security deposited as security for the performance of an inde- 
pendent contract which may not be used as an offset. 33 Comptr.GEN,. 262 (1953). 

79 31 Comptr.GEeNn. 103 (1951), in which the agreement to complete was held ad- 
ditional consideration. Also see Standard Accident Insurance Co. v. United States, 
102 Ct.Cl. 770 (1945). 
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free from the offset of certain unrelated tax claims which were asserted 
subsequent to the making of the agreement. 


Tue Unirep States as Tax Crepiror. Even when not claiming 
as an owner, the federal government seeks frequently to collect taxes 
wherever it can find funds which may be due from a delinquent 
taxpayer. The Government’s role as a tax creditor has assumed added 
importance since employers have become involuntary deputy col- 
lectors of income and social security taxes. Early attempts of the 
Government to gain priority over a contract balance in the hands 
of third parties were notably unsuccessful. It successively had argued, 
first, that it had a tax lien under 31 U.S.C. 191 on the estate of an 
insolvent debtor whose property passed to a third party not a trustee 
in bankruptcy;** next, that a tax lien assessed and filed before the 
surety paid its obligations on the bond was first in time and right;*? 
and, again that the surety on a payment bond had direct liability to 
the Government because withholdings were in the nature of wages.® 
Then, in two recent cases in New York, the Government again as- 
serted its discarded and rejected argument that the equitable lien 
of the surety was ineffective until the surety actually paid, this time 
successfully.** The results of the appeals in these cases are awaited 
with much interest. The bonding companies are relying on, among 
other decisions, the prior leading decision in United States Fidelity 
& Guaranty Company v. Triborough Bridge Authority .®® 


There a contractor agreed in 1940 to perform work for the Au- 
thority. At the same time, the surety executed a payment bond with 
the contractor. In 1941, the contractor’s work was accepted, but 
the Authority withheld funds due the contractor, the latter owing 


80 31 Comptr.GEN. 103 (1951). The surety has been held not to be entitled to moneys 
earned by the contractor prior to his default, including the retainages, if the surety 
limits the assumption of completion by the bond penalty. B-1024219 (November 7, 
1956). 

81 Kennedy, The Relative Priority of the Federal Government; The Pernicious 
Career of the Inchoate and General Lien, 63 Yate L.J. 905, 907 (1954). 


82 United States Fidelity & Guarantee Co. v. United States, 201 F.2d 118 (10th Cir. 
1952). For other cases, see Kerrigan, note 28 supra, at 13 n. 83. 


83 United States v. Crosland Construction Co., 217 F.2d 275 (4th Cir. 1954). 


84 Aetna Casualty & Surety Co. v. Horticultural Service, 147 N.Y.S.2d 422 (1956) ; 
Fidelity & Deposit Co. v. New York Housing Authority, 140 F.Supp. 298 (S.D.N.Y. 
1956) ; also see United States vy. King County Iron Works, 224 F.2d 232 (2d Cir. 
1955), which did not involve a surety but concerned a materialman’s claim against a 
government claim. The dictum of this decision might have influenced the Aetna 
decision. For an analysis of these cases, see Kerrigan, note 28 supra, at 13-20. 


85 297 N.Y. 31, 74 N.E.2d 226 (1947). 





226 THE GEORGE WASHINGTON LAW REVIEW 


debts for material and labor. These debts were paid by the surety 
in 1942. However, also in 1942, and prior to the surety’s payments, 
the United States had assessed income taxes against the contractor 
for the years 1939, 1940 and 1941. Surety then sued the stakehold- 
ing Authority for the retained funds. The United States intervened, 
claiming the funds for taxes due from the contractor. The court 
held that according to settled law, the United States’ rights to the 
funds could be no greater than those of the contractor, and the con- 
tractor’s rights were there subordinate to those of the surety. 


... the equity in the surety’s favor arose at the time it gave its bond, 
although the right became available and enforceable when it carried 
out the contract’s provisions . . . . [The surety’s] lien, created in 
July of 1940, when the bond was executed, was prior and superior 


to [the United States’] lien which did not come into being until 
1942. 


Indemnity agreements between the principal-contractor and the 
surety furnish a possible means for the latter’s protection. It has been 
held that an unconditional indemnity assignment by the principal- 


contractor delivered to the surety several years in advance of the 
filing of the government tax liens conferred rights on the surety 


superior to the tax liens, although the surety’s loss occurred after the 
filing of the tax liens.** 


VI. ConcLusIon 


This article has attempted to provide to those concerned with gov- 
ernment construction contracts a clearer understanding of one of the 
important activities affecting such contracts. It has been seen that 
certain of the corporate surety’s long established priorities have been 
lost or are now being threatened. In the outcome of this scramble for 
contract funds, the Government, as well as contractors, materialmen, 
labor unions, banks and of course the surety companies, have im- 
portant interests. A legislative remedy for these unsettled issues seems 
desirable. What the surety pays as a result of adverse rulings and for 
the litigation itself is passed on to the contractor, which passes the bur- 


86 R. F. Ball Construction Co. v. Jacobs, 140 F.Supp. 60 (W.D. Tex. 1956). Fora 
criticism of this doctrine see Bunge and Metge, The End of the “Compensated Surety 
Defense” in Subrogation Cases, 22 Ins. Counset J. 453 (1955). Surety companies 
on government contracts have been said to have fewer defenses than on private con- 
tracts. Note, Suretyship and Government Contracts, 17 Notre DAME Law. 255, 264 
(1942). 
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den on to the Government. In the final analysis, the incidence of 
many of these costs falls largely on the Government itself. Thus leg- 
islative remedy would be in the Government’s own interest. 

Perhaps the more satisfactory remedy would be, as it so often is, 
enlightened cooperation and compromise among the parties. But in 
any event, it would seem that an understanding of the problems of the 
surety cannot but contribute to a better defined, and hence more 
efficient relationship among the parties concerned. 





DEFENSE DEPARTMENT CONTRACT 
FINANCING 


Jobn S. Bachman* 


I. INTRODUCTION 


Peeps conditions of the money market make particularly 
timely a review of the methods available to the military de- 
partments for providing funds to finance government contracts and 
subcontracts. The mother of invention has brought forth in recent 
years no new offspring in the defense contract financing family. 
Within the Department of Defense, this family, dedicated to the pru- 
dent providing of money to supplement the working capital of con- 
tractors and subcontractors for contract performance, still consists of 
guaranteed loans, progress payments and advance payments. De- 
ferment of payment of indebtedness of contractors to the military 
departments is recognized as a near-relative within this contract fi- 
nancing family.” 

Arrangements which are the substantial equivalents of the pro- 
vision of money to supplement the working capital of contractors are 
not within the scope of this article. These exclusions include such 
matters as Government-furnished facilities and material, leases of 
Government-owned equipment, contract provisions for reimburse- 
ment of incurred costs, time and material contracts, and sundry other 
pricing provisions that reduce the impact of long drawn out pre-de- 
livery expenses on the working funds of contractors. Nor does this 
article undertake to deal with contract financing methods of depart- 
ments or agencies other than the Department of Defense. 


II. Basic Potricies 


An elementary guiding principle is that reasonably necessary con- 
tract financing to aid defense contract performance should be pro- 
vided in ways prudently designed to avoid monetary losses. Visibly, 


* Chairman, Contract Finance Committee, Department of Defense. A.B. 1927, 
LL.B. 1929, LL.M. 1931, University of Cincinnati. Admitted to the bar of Ohio. 


1 See Bachman and Lanman, Defense Contract Financing, 12 Fep.B.J. 287 (1952). 
2 Department of Defense Directive No. 7800.3, dated 23 December, 1954. 
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the effective application of this fundamental policy is dependent upon 
the exercise of informed judgment in individual cases, under circum- 
stances where judgment has to relate to probabilities rather than to 
certainties. 

Contract financing, useful and necessary to support contract per- 
formance, is primarily dependent for repayment upon successful per- 
formance by the contractors and subcontractors concerned. Thus, as 
in the broad field of procurement, the process of selection of respon- 
sible contractors and subcontractors is always of basic importance. 
It is expected that the ability of the contractor to perform, including 
the availability of money or credit necessary for contract perform- 
ance, must be reasonably assured in all cases. A contractor who is 
deemed reliable, competent, capable and otherwise responsible is not 
to be regarded as any less responsible by reason of the need for rea- 
sonable contract financing provided or guaranteed by a military de- 
partment. Extra-special attention is also required for the purpose of 
assisting small business concerns to resolve their contract financing 
problems. 


III. Procress PAYMENTs?* 


Progress payments are the largest single segment of contract financ- 
ing in the Department of Defense. These are based on percentages 
of costs incurred by contractors for undelivered work accomplished 
under fixed price types of contracts, including those providing for 
redetermination or revision of prices. They are normally limited to 
75 per cent of the total costs incurred or 90 per cent of certain ele- 
ments of cost, such as direct labor and material. Subject to a special 
review procedure, the system allows for higher percentages when 
actual necessity for them is demonstrated. An adequate accounting 


3 See Rev.Srat. § 3648, 31 U.S.C. § 529 (1952). Of this section the Comptroller 
General has said, 20 Comptr.GEN. 917 at 918 (1941): 


While, under the prohibition of the statute, payment may not be made 
for articles in which the United States has acquired no right or interest and 
from which it derives no benefit, payment may be made for articles in ad- 
vance of their delivery into the actual possession of the United States if title 
therein has vested in the Government at the time of such payment, or if the 
articles are impressed with a valid lien in favor of the United States in an 
amount at least equal to the payment. 


See also 1 Comprr.GEen. 143 (1921) ; 28 Comprr.Gen. 468 (1949). See also Title II, 
First War Powers Act, 55 Stat. 839 (1941), as amended, 64 Srat. 1257 (1951), 50 
U.S.C.App. § 611 (1952), and Exec. Order No. 10210, 16 Fep.Rec. 1049 (1951). See 
also Bachman and Lanman, Defense Contract Financing, 12 Fep.B.J. 287, 288 (1952). 
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system is essential for this type of progress payments. The general 
75 per cent limit operates to require that the contractor have sufficient 
funds or credit to carry his portion of costs of performance, and sup- 
ports the elementary policy that contractors should have substantial 
investment in contract performance. In shipbuilding, ship repair and 
conversion, and construction contracts (real estate improvements), 
progress payments are based on percentages of estimated physical 
completion of contract performance. 

As end items are delivered, accepted and billed for under contracts, 
deductions are made from delivery billing prices in amounts necessary 
to recover at least the applicable progress payments which had been 
made before delivery. Thus, progress payments disappear with com- 
pletion of contract performance. Whether or not progress payments 
are involved, payments for partial deliveries (subject to progress pay- 
ment deductions where applicable) are of course made for deliveries 
of acceptable end items in accordance with the end item payment pro- 
visions of the particular contract. These delivery payments are called 
partial payments. 

Progress payments are routine to the contracting process for ships, 
ship conversion and repair, and for real estate construction, just as 
they are in private contracting within the same industries. Progress 
payments based on costs, at standard percentages, are also customary 
in supply contracting involving a long production “lead time,” nor- 
mally six months or more, where the substantial accumulation of pre- 
delivery costs may be expected to have a material impact on a con- 
tractor’s working funds. Typical examples include contracts for air- 
craft, engines, ordnance, electrical and electronics equipment and 
sundry other large and small military items involving the long pro- 
duction “lead time” element. In the less typical cases, not involving 
the long “lead time” feature, progress payments can be arranged to 
the extent necessary to supplement other funds available to the con- 
tractor. Guaranteed loans are preferred to progress payments in 
these short “lead time” cases. There are some situations in which 
advance payments furnish a more practical financing solution. 

In procurement by formal advertising, when the invitations for bids 
make no provision concerning progress payments, it has been held 
that bids conditioned upon the making of progress payments must be 
rejected as nonresponsive. The Comptroller General’s unpublished 
decision B-128454 of October 11, 1956, was premised upon the point 
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that progress payments are materially beneficial. Since a contract 
with progress payment provisions was regarded as substantially more 
advantageous to the contractor than the same contract without prog- 
ress payments, it was reasoned that a bid conditioned upon progress 
payments does not conform to invitations that make no mention of 
progress payments, and that an award made on such a bid would not 
meet the statutory requirements for free and full competition and 
conformity to invitations (10 U.S.C. 2305). 

In furtherance of a recommendation of the Cabinet Committee on 
Small Business, a recent Department of Defense Directive* contains 
the following: 


Requests for proposals and invitations for bids shall specify that 
the need for advance or progress payments conforming to regula- 
tions will not be considered as a handicap or adverse factor in the 
award of contracts. 

Whenever, incident to formal advertising, the Contracting Officer 
considers (1) that the period between the beginning of work and 
the required first production delivery will exceed six months, or 
(2) that progress payments will be useful or necessary by reason of 
unusual circumstances that will involve substantial accumulation of 
pre-delivery costs that may have a material impact on a contractor’s 
working funds (including but not limited to substantial small busi- 
ness set-asides expected to involve a relatively large pre-delivery 
accumulation of materials, purchased parts or components) the in- 
vitations for bids shall state that upon written request by the pros- 
pective contractor a progress payment clause (to be included in the 
invitations for bids or identified by appropriate reference therein, 
and to be the appropriate one of the contract clauses at 75 per cent 
of total costs or 90 per cent of costs of direct labor and material) 
will be included in the contract at the time of award. These in- 
vitations for bids providing for progress payments shall also state 
that bids including requests for progress payments will be evaluated 
on an equal basis with those not including requests for progress 


payments. 


In negotiated procurement, there is no single, uniform, definite, and 
identifiable charge for progress payments. The weight to be given 
to a contract provision for progress payments is simply one of the 
many factors to be taken into account in the negotiations. The 
Comptroller General has ruled, for procurement by formal advertis- 


4 Department of Defense Directive No. 7800.4, dated November 16, 1956. 
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ing, that when invitations for bids allow bidders to elect as to whether 
they do or do not require progress payments, and do not provide 
standards for giving a weight to the progress payments, the low bid 
requiring progress payments cannot be rejected on the ground that a 
higher bid does not require progress payments.° It was stated in that 
decision: 


It is our opinion that, in the absence of express provision and 
specific criteria set forth in the applicable invitation or regulations, 
the cost of additional administrative expense and interest which 
might be involved in making progress payments as against a lump- 
sum payment upon final delivery, is too indefinite and speculative 
to be made an evaluation factor and that for the administrative of- 
fice, in this instance, to have evaluated the bids on the basis of the 
bidders’ election to take progress payments would not have been 
justified. 


When so provided by prime contracts and related subcontracts, 
prime contractors can obtain reimbursement, as progress payments, 
for progress payments made by the prime contractor to subcontractors 
on bases and percentages similar to the prime contract progress pay- 
ments. Thus, when prime contracts provide for progress payments 
at the rate of 75 per cent of incurred costs, and for additional prog- 
ress payments in the amount of progress payments made by the prime 
contractor to subcontractors, the progress payments to the prime 
contractor would include 75 per cent of his own costs and 100 per 
cent of the 75 per cent progress payments made to subcontractors. 

The Government’s title to inventory, that is, materials and work in 
process, as provided for in the progress payment clauses of contracts, 
has been upheld in bankruptcy, without regard to state statutes. The 
rationale is the familiar one that the consequences of government 
contracts are to be determined by federal law and not controlled by 
the law of any state.” This government ownership has also been held 
to result in immunity from local property taxes.® 

Some progress payment clauses provide that progress payments 
“shall” be made. Others provide that progress payments “may” be 


5 35 Comptr.GEn. 282 (1955). 

® In re Read-York, Inc., 152 F.2d 313 (7th Cir. 1945). In re American Boiler 
Works, Inc., 220 F.2d 319 (3d Cir. 1955). 

7 United States v. County of Allegheny, 322 U.S. 174, 183 (1944). 

8 City of Detroit v. The Murray Corp., 234 F.2d 380 (6th Cir. 1956), appeal filed, 
25 U.S.L.WeEEK 3091 (U.S. Oct. 2, 1956) (No. 401) ; petition for cert. filed, 25 U.S.L. 
WEEK 3154 (U.S. Nov. 20, 1956) (No. 563). 
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made. It is expected that a new uniform clause to be issued shortly 
will provide that progress payments “shall” be made. For the proper 
and sensible protection of the Government, the new uniform clause 
is expected to specify events which will permit reduction or suspen- 
sion of progress payments and increase in the rate of recoupment from 
delivery billings. These events, qualifying the mandatory nature of 
the provision for progress payments, and not necessarily quite so seri- 
ous as circumstances calling for a termination for default, should in- 
clude failure to comply with any material requirement of the contract, 
unreasonable accumulation of inventory, delinquency in payment of 
costs of performance when due in the ordinary course of business, 
financial condition so unsatisfactory as to endanger performance, or 
such failure to make progress as to endanger performance or to cause 
the fair value of the work accomplished on the undelivered portion 
of the contract to exceed the amount of the outstanding progress 
payments. Neither these provisions, nor “mandatory” progress pay- 
ment provisions or those purporting to be completely “discretionary,” 
can solve or eliminate all the problems that inhere in arrangements 
contemplating payments before delivery and acceptance of end items 
called for by contracts. 
A pointer was set some time ago:° 


In the process of reviewing individual progress payments already 
existing or hereafter established, action to reduce or slow down 
progress payments or to increase liquidation rates (unless justified 
on other grounds, such as overpayments or unsatisfactory perform- 
ance) should be consistent with contract provisions, and never taken 
precipitately or arbitrarily. Any such reduction of progress pay- 
ments on active contracts (other than normal liquidation pursuant 
to the contract) should be effected only after notice to and discus- 
sion with the contractor, and after full exploration of the contrac- 
tor’s financial condition, existing or available credit arrangements, 
projected cash requirements, effect of progress payment reduction 
on the contractor’s operations, and generally on the equities of the 
particular situation. Where contract performance is satisfactory, 
and there is neither overpayment nor anticipated loss, proper prog- 
ress payments, adequately verified, will be paid promptly when 
earned and billed in accordance with contract provisions, even 
though the terms of the particular contract may make the payment 
discretionary rather than mandatory, and such proper payments 


9 Department of Defense Directive No. 7840.1, dated April 22, 1954. 
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will not be held up or denied because of the contractor’s lack of 
need for the payment. 


It is anticipated that regulations will accompany the contemplated 
new uniform progress payment clause. These should point out that 
the rights reserved to the Government for reduction or suspension of 
progress payments and increase of the rate of liquidation of progress 
payments are for the purpose of protecting the Government by fos- 
tering satisfactory contract performance and guarding against over- 
payments and losses. The contemplated regulations will require that 
the control provisions be operated with those purposes in mind, and 
that all action be fair and reasonable under the circumstances, and 
supported by substantial evidence. 

These fundamentals of fairness are illustrated by the reasoning of 
the Second Circuit, in United States v. Lennox Metal Mfg. Co.” In 
that unhappy case, “discretionary” progress payments had been de- 
nied. The court proceedings were between the Government and the 
Chapter 10 trustees in reorganization. Whatever individual views 


may be as to the merits of that particular case, the decision stands for 
the proposition that the exercise of discretion by contracting officers 
of the Government must not be arbitrary, capricious, inequitable or 
unfair. These are large concepts, not automatic in their application. 
As stated in the Ripley case,” 


But the very extent of the power and the conclusive character 
of his decision raised a corresponding duty that the agent’s judgment 
should be exercised—not capriciously . . . but reasonably ... . 


From its examination of the background and content of the legisla- 
tion” on the “Disputes” clause, the Lennox court concluded that the 
Congress has “stated a general policy forbidding a government official 
to act capriciously in the exercise of a power of decision under . . . 
a contract.” ** 


10 225 F.2d 302 (2d Cir. 1955). The court held that the failure to pay progress 
billings constituted a breach by the Government with consequences of denial of the 
Government’s claims based on earlier progress payments. 


11 Ripley v. United States, 223 U.S. 695, 701 (1912). The Ripley case was prom- 
inently mentioned in the Lennox case. 


12 68 Srat. 81 (1954), 41 U.S.C. § 321 (Supp. III, 1956). 
13 United States v. Lennox Metal Mfg. Co., 225 F.2d 302, 319 (2d Cir. 1955). 
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IV. GuARANTEED Loans 


Pursuant to the Defense Production Act of 1950, as amended," 
and Executive Order No. 10480 of August 14, 1953,'> the Govern- 


ment may guarantee loans made by private lenders to defense con- 
tractors and subcontractors. 


Guaranteed loans (“V-loans”) are essentially the same as other 
loans made by financing institutions without guarantee, except that 
under a standard form of guarantee agreement, the guaranteeing 
agency is obligated on demand of the lender to purchase a stated 
percentage of the loan and to share losses in the amount of the 
guaranteed percentage. Funds are disbursed and collected by the 
lending institution, and its personnel administer the loan. Gov- 
ernment funds are not involved except for purchases of the guaranteed 
portion of loans or settlement of losses.’ 

Total V-loans for which guarantees have been authorized by the 
military departments in the past six years aggregate some 2.6 billion 
dollars, of which the guaranteed portion was about 2.1 billion dollars, 
or about 81 per cent. Of the 1,680 applications for guarantees that 
have been submitted, 242, or about 12 per cent have been denied. 

Ordinarily, the guaranteeing departments are able to take final 
action on applications for guarantees within 30 days or less. The time 
required varies with the complexity of particular cases, and inversely 
with the completeness of the information presented by the financing 
institution. 

There is no prescribed form of loan agreement or credit agreement 
for V-loans. However, the V-loan agreements are required to con- 
form to established policies, mostly carried over from the World War 
II V-loan experience. Thus, all such agreements prescribe a loan base 
designed to limit outstanding borrowings to a portion of the bor- 
rower’s total investment in defense production contracts, and deal 
with matters pertaining to assignments or potential assignments of 
contract proceeds, subordinations by sureties, if any, conditions with 
regard to borrowings outside the V-loan, the handling of any cash 





14 64 Srart. 800 (1950), as amended, 50 U.S.C.App. § 2091 (Supp. I, 1954). 
15 18 Fep. Rec. 4939 (1953). 


16 Bachman and Lanman, Defense Contract Financing, 12 Fep.B.J. 287 (1952). See, 
Cudlip, Some Legal Aspects of Guaranteed War Loans, 41 Micu.L.Rev. 389 (1942) ; 
FULLER, GOVERNMENT FINANCING OF PRIVATE ENTERPRISE (Stanford University Press, 
1948) ; Emerson, Federal Guarantee of Business Loans, 64 Harv.L.Rev. 615 (1951) ; 
Cary, Government Financing of Essential Contractors, 66 Harv.L.Rev. 834 (1953). 
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collateral, and information to be supplied from time to time by the 
borrower. Within the variety of affirmative and negative covenants, 
tailor-made in the first instance between the lender and borrower and 
their respective counsel, most of the loan agreements follow the estab- 
lished commercial banking pattern of prescribing a minimum amount 
of net current assets (current assets less current liabilities) which 
must be maintained by the borrower. Restrictions as to the actual 
use of loan proceeds by the borrower are very rare. 


Guaranteed loans ordinarily provide for financing based on the 
borrower’s recoverable investment in defense production contracts, 
including those contracts which have been terminated for the con- 
venience of the Government. Guaranteed loans may also be estab- 
lished after total or partial termination of contracts for the con- 
venience of the Government, or before such termination when it is 
known that termination of particular contracts for the convenience 
of the Government is about to occur. Such guaranteed loans are ex- 
pected to provide necessary financing pending termination settle- 
ments and payments, and also to provide any funds necessary for con- 
tinuing performance of defense production contracts that are eligible 
for financing under the guaranteed loan. 


The V-loan borrower is not a party to the guarantee agreement. 
With regard to V-loan indebtedness, the debtor-creditor relationship 
between the borrower and the Government occurs when the guaran- 
tor acquires the loan by purchase from the lender under the guarantee 
agreement. When such a purchase has been effected before institution 
of insolvency proceedings by or against the borrower, the Govern- 
ment’s statutory priority applies to the purchased V-loan.” 


V. AssIGNMENTS—FEDERAL Tax LIENS 


Assignments of rights to receive payments due and to become due 
under prime contracts, subcontracts and purchase orders, are widely 
used as collateral security for guaranteed loans. Assignments are also 
widely used for securing commercial loans that do not involve gov- 
ernment guarantee. 





17 Rev. Stat. § 3466 (1875), 31 U.S.C. 191 (1952); United States v. Marxen, 307 
U.S. 200 (1939); United States v. Emory, 314 U.S. 423 (1941). In several unre- 
ported decisions, the Government’s statutory priority has been held applicable to the 
entire amount of the purchased loan. The question remains open as to the relationship 
of the priority statute to a “perfected” and “specific lien.” United States v. Gilbert 
Associates, Inc., 345 U.S. 361 (1953). 


~~ 
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The 1951 amendment of the Assignment of Claims Act of 1940 
makes the federal tax situation plain as to government prime con- 
tracts containing the “no-offset” provision.’® 


Uncertainties of considerable range exist in connection with assign- 
ments of the proceeds of subcontracts and purchase orders to secure 
loans to borrowers who happen to be delinquent in payment of fed- 
eral taxes. The Internal Revenue Code reflects the long established 
recognition of the fundamental importance of the payment of taxes to 
the federal government.’® The statute provides a lien in favor of the 
United States “upon all property and rights to property” belonging 
to a taxpayer who remains delinquent after assessment and demand 
for payment.” This statutory lien reaches every property interest 
of the delinquent taxpayer, including property rights acquired by the 
taxpayer after the occurrence of the statutory lien.** The lien does 
not depend upon notice or public notice,”* except that the lien is not 
valid “as against any mortgagee, pledgee, purchaser, or judgment 
creditor” until notice has been filed in the office designated for that 
purpose.”* 

It is plain enough that subcontract assignments entered into after 
the filing of the statutory notice of federal tax lien would not be ef- 
fective against the lien. Whether or not such an assignment “per- 
fected” before, or after, the occurrence of the federal tax lien against 
the assignor and before filing of the statutory notice of lien, would be 
vulnerable to the tax lien, may be open to question under recent 
decisions of the Supreme Court. An assignee is not literally a “mort- 
gagee,” “pledgee” or “purchaser.” Unless he qualifies as one of these 
within the applied meaning of the statute, his claim to priority appears 
to depend upon establishing that he has a lien that was “specific” and 
“choate” before the occurrence of the federal tax lien.** Recent de- 


1865 Stat. 41 (1951), 31 U.S.C. § 203 (1952). See Haycock, Assignment of Claims 
Act, 12 Fepv.B.J. 327 (1952) ; Shnitzer, Assignment of Claims Arising Out of Govern- 
ment Contracts, 16 Frev.B.J. 376 (1956). 


19 United States v. Snyder, 149 U.S. 210 (1893). 
20 26 U.S.C. 3670 (1952). “Stronger language could hardly have been selected to 


reveal a purpose to assure the collection of taxes.” Glass City Bank v. United States, 
326 U.S. 265, 267 (1945). 


21 Glass City Bank v. United States, supra note 20. 
22 United States v. Snyder, supra note 19. 


23 53 Srat. 449 (1939), 26 U.S.C. 3672 (1952). See United States v. Security Trust 
& Savings Bank, 340 U.S. 47 (1950). 

24 United States v. City of New Britain, 347 U.S. 81 (1954). The Government lost 
the New Britain case. The trend is against finding that liens competing with the 
federal tax lien are sufficiently “choate” to overcome the statutory lien. See United 
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cisions suggest doubt as to whether an assignee is to be regarded as a 
purchaser, pledgee or mortgagee entitled to the protection of the 
public notice requirement of the statute. These decisions, not in- 
volving assignments, suggest that these words of the statute are to be 
applied in the “conventional sense.” 7° 


The clear moral is that lenders, whether or not having government 
guarantee of some portion of a loan, and guarantors need to take 
every practical precaution to see to it that borrowers are not de- 
linquent in payment of federal taxes, and that any delinquencies that 
exist or occur are promptly eliminated. Whatever may be the final 
answers concerning tax liens, delinquency in payment of federal taxes 
is not a clear indication that a borrower, potential borrower, or sup- 
plier is a choice credit risk. 


States v. White Bear Brewing Company, 350 U.S. 1010 (1956); United States v. 
Colotta, 350 U.S. 808 (1955); United States v. Acri, 348 U.S. 211 (1955); United 
States v. Liverpool, London, Globe Insurance Co., 348 U.S. 215 (1955) ; United States 
v. Scovil, 348 U.S. 218 (1955); United States v. Gilbert Associates, Inc., 345 U.S. 
361 (1953) ; United States vy. Kings County Iron Works, 224 F.2d 232 (2d Cir. 1955) ; 
United States v. Graham, 96 F.Supp. 318 (S.D. Cal. 1951), aff'd, 195 F.2d 530 
(1952) cert. den., 344 U.S. 831 (1952); Kennedy, The Relative Priority of the Fed- 
eral Government: The Pernicious Career of the Inchoate and General Lien, 63 YALE 
L.J. 905 (1954). See Anderson, Federal Tax Liens—Their Nature and Priority, 41 
CauiF.L.R. 241 (1953) (assignments are discussed at page 268); MERTENS, LAW oF 
FEDERAL INCOME TAXATION, §§ 54.38-54.58. See Notes, 22 Greo.WaAsH.L.REv. 583 
(1954) ; 30 Inp.L.J. 476 (1955). 


25 United States v. Gilbert Associates, 345 U.S. 361, 364 (1953) (“judgment credi- 
tor”) ; United States v. Security Trust & Savings Bank, 340 U.S. 47, 53 (1950) (at- 
tachment) ; United States v. Scovil, 348 U.S. 218, 221 (1955). It was argued in the 
Scovil case that the landlord’s distress lien made him a “purchaser” within the meaning 
of the statute. The answer was that: “A purchaser within the meaning of § 3672 
[I.R.C. 1939] usually means one who acquires title for a valuable consideration in the 
manner of vendor and vendee. Obviously, the landlord was not a purchaser.” Other 
significant language in the Scovil opinion was (at 220) : “The landlord had a lien other 
than a mortgage, pledge, or judgment lien. As to all other liens . . . the Internal 
Revenue Code affords no protection.” For this statement, the Court cited the con- 
curring opinion of Mr. Justice Jackson, in the Security Trust and Savings Bank case, 
above, which said, at 51, “My conclusion from the history is that the statute excludes 
from the provisions of this secret lien those types of interests which it specifically in- 
cluded in the statute and no others.” See also MacKenzie v. United States, 109 F.2d 
540, 542 (9th Cir. 1940). The Treasury Regulations provide: 


The determination whether a person is a mortgagee, pledgee, purchaser or 
judgment creditor, entitled to the protection of section 6323(a), shall be made 
by reference to the realities and the facts in a given case rather than to the 
technical form or terminology used to designate such person. Thus, a person 
who is in fact and in law a mortgagee, pledgee or purchaser, will be entitled as 
such to the protection of section 6323(a), even though such a person is otherwise 
designated under the law of a state, such as the Uniform Commercial Code. 


See T.D. 6119, § 301.6323-1, 1955-1 Cum.Bull. 164; 4 CCH 1956 Sranp. Fep, Tax ReEp., 
par. 5361; 2 P-H 1956 Fep. Tax Serv., par. 19891.5. 
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VI. ApvaNce PAYMENTS 


Advance payments precede performance. In substance, they pro- 
vide contractors with a bank account from which to pay costs of 
contract performance. The advance payment bank account is re- 
plenished by amounts earned for performance. The advance pay- 
ment is ordinarily wiped out by deductions from billings for contract 
performance. In addition to usefulness on non-profit research con- 
tracts of the universities and on contracts for the management and 
operation of Government-owned plants, they are of proven useful- 
ness in those cases in which a contractor—ordinarily a small one—has 
all essential qualifications except sufficient money or credit. 


VII. ConcLusion 


The circumstances of the era which began in 1950 have not re- 
quired the establishment of methods of contract financing differing 
notably from those which proved useful in the war period 1940-45. 
During World War II, direct loans were found to be the necessary 
method for providing essential financing for only four military sup- 
pliers. In those four cases, the loans were tailor-made by the War 
Department under the authority of Title II of the First War Powers 
Act®® and Executive Order 9112,27 which stemmed from that act. 
There has been no occasion for revival of a system of direct loans. 


2655 Stat. 839 (1941), as amended, 50 U.S.C.App. § 611 (1952). 
277 Fep.Rec. 2367 (1942). 








RESEARCH AND DEVELOPMENT PROCUREMENT 
BY THE ARMED SERVICES 


Harry 1. Ravitz* 


Our strategy and tactics can be superior to those of potential 
aggressors only to the extent that research and development provide 
superior design of weapons. These designs must grow out of scien- 
tific research and engineering development. And to attain these 
ends, there must be a close coupling of military research and devel- 
opment with advancing frontiers of science and technology.’ 


I. INTRODUCTION 


ESEARCH and development programs, since the beginning of 

World War II, have become increasingly important in our 
armed services procurement system. This has been recognized not 
only by increased expenditures for this purpose,” but by laws, de- 
partmental regulations and organizational structure adapted specially 
to the needs of research and develpment. It is the purpose of this 
article to outline generally some of the more significant aspects of the 
field of research and development procurement by the three military 
departments, particularly those aspects which set it somewhat apart 
from other types of procurement. In view of the scarcity of case 
law and legal articles on the subject at the present time, and the 
relative newness of the field as a special field of government con- 
tracting, it is felt that an article treating these aspects in summary 
form would be more useful than an article considering specific prob- 
lems in greater detail. 


* Head, Contract Administration and Distribution Branch, Office of Naval Research. 
B.S. 1937, University of Utah; J.D. 1941, The George Washington University. 
Admitted to the bars of the District of Columbia and Colorado. Opinions expressed 
are personal and do not purport to reflect the views of the Dept. of the Navy or of 
any other government agency. 

1 CoMMISSION ON ORGANIZATION OF THE EXECUTIVE BRANCH OF THE GOVERN- 
MENT Report (Hoover Commission), RESEARCH AND DEVELOPMENT IN THE GOVERN- 
MENT (1955). Generally, see also H.R.Rep. No. 2618, Organization and Adminis- 
(1984) of the Military Research and Development Programs, 83d Cong., 2d Sess. 

2The expenditure for research and development in the United States is now 
about $4% billion per year, of which the armed services account for approximately 
$2 billion. Report, id. at ix. Armed services expenditure for research and develop- 
ment in 1940 was only about $29 million. Jd. at 1. 
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Il. Tue Rance From Basic RESEARCH TO PRopUCTION 


To better understand research and development contracting prob- 
lems, it is helpful to outline the various stages between basic research 
and production (sometimes called the “research and development 
spectrum”). The categories which make up this spectrum include 
the research area, comprising basic and applied research,* and the 
development area, including feasibility studies, design studies, “bread- 
board model” development, and prototype development and testing. 
After approval by the “user” military service, the prototype moves out 
of research and development and into production and supply channels. 
Even after there has been standardization of design and movement 
into production, the production normally is accompanied by further 
testing and evaluation of results. 


Basic RESEARCH 
APPLIED RESEARCH 
FEASIBILITY STUDIES 
Desicn STupIEs 
Move. DEVELOPMENT 
ProtoryPE DEVELOPMENT 
Approval and production 
Post-PropucTION DEVELOPMENT 


The classification of a given research and development project into 
one of the foregoing categories is not always clear-cut inasmuch as 
a given project may encompass more than one category. 

It is probably true that the greatest percentage of scientists who 
engage in basic research under government sponsorship are em- 
ployed by universities, with a lesser percentage employed by govern- 
ment agencies and private industry. At the other end of the spectrum, 
development contracts calling for one or more prototype models are 
to the greatest extent performed by private industry and primarily 
involve the use of engineers instead of scientists. 

Development contracts normally involve much larger sums than 
research contracts and may involve many aspects which are not usually 





3 Basic research has as its goal the acquisition of new knowledge and is carried 
on without the existence of a specific requirement. This fundamental research 
normally is performed by “pure” scientists seeking new knowledge about nature’s 
laws and materials. It is from these sources that come the raw materials of applied 
science. Applied research has a stated goal, and is undertaken on a basis of re- 
quirements which it is believed can be satisfied through planned application or ex- 
tension of knowledge already in existence. 








242 THE GEORGE WASHINGTON LAW REVIEW 


material or applicable to research contracts, such as change orders, 
critical delivery targets, large quantities of government-furnished 
machine tools, large numbers of subcontractors, manufacturing draw- 
ings, production engineering, etc. 


Ill. Srarurory FouNnpDATION 


Although the armed services have to some extent always been 
concerned with research and development, little statutory recogni- 
tion was given to the special problems related to this area prior to 
World War II.* 

In World War II, the First War Powers Act® provided that the 
President could prescribe regulations authorizing any government 
department or agency engaged in the war effort to enter into con- 
tracts without regard to the provision of law relating to the making 
of contracts, whenever the President deemed that such action would 
facilitate the prosecution of the war. Title II of the First War 
Powers Act was implemented by Executive Order 9001,° and gave 
recognition to research and development contracts along with con- 
tracts for other purposes. Following World War II, the Armed 
Services Procurement Act of 19477 was passed. This statute is the 
basic authority now used by the armed services for research and 
development contracts. 

One aspect of research and development which sets it apart from 
other fields is the fact that the end result is frequently not known 
at the time the terms of the contract are settled. The statutes men- 
tioned recognized this by permitting research and development con- 
tracts to be entered into by negotiation, as an exception to the general 
rule requiring formal advertising.* 





4 The Air Corps Act of 1926, 44 Star. 784, 10 U.S.C. § 310 (1952), authorized the 
purchase of designs, aircraft, aircraft parts and aeronautical accessories necessary 
for experimental purposes in the development of aircraft. This act was one of the 
first to authorize an exception to the hard and fast rule which required that govern- 
ment contracts be made by means of formally advertised (sealed bid) procurement. 
By this act, negotiation was authorized for the design and purchase of air frames. 

555 Stat. 838 (1941), as amended, 50 U.S.C.App. § 601 (1952). 

6 December 27, 1941, 6 Fep.REG. 6787. 


762 Strat. 21, 41 U.S.C. §§ 151-161 (1952). Note: Public Law 1028, approved 
Aug. 10, 1956, repealed the Armed Services Procurement Act of 1947, and codified 
its provisions into 10 U.S.C. §§ 2301-14. 

8It is obvious that research and development contracting cannot be accomplished 
properly by formal advertising. Formal advertising contemplates the inclusion in 
the invitation for bids of the specifications or descriptions defining the product to be 
supplied in clear and specific terms so that each “sealed bid” will comply with the 
terms and be based on substantially the same product. Research and development 





PROCUREMENT BY THE ARMED FORCES 243 


In addition to the Armed Forces Procurement Act, there are other 
statutes with more special application, for example, the act establish- 
ing the Office of Naval Research.? This act authorized the Chief 
of Naval Research’® to negotiate and execute contracts for services 
and materials necessary for the making and securing of reports, tests, 
models, apparatus, and for the conducting of research. 

Another specific statute of interest is Public Law 557." The pur- 
pose of this act is “to facilitate the performance of research and 
development work by and on behalf of the Departments of the Army, 
the Navy and the Air Force, and for other purposes.” 

It has been suggested that most of the provisions of P.L. 557 are 
inherent in the authority already contained in the Armed Services 
Procurement Act. The act does, however, specifically authorize 
certain flexibility to contracting officers in research and development 
projects. For example, the act includes the authority to write long 
term research and development contracts for a five-year period subject 
to extension for an additional five-year period. Another section pro- 
vides that facilities and equipment determined by the Secretary 
concerned to be necessary for performance of research and develop- 
ment work may be acquired or constructed (if not of general purpose) 
with funds appropriated for research and development, and may be 
furnished to the contractor by lease, loan, or sale at fair value, with 
or without reimbursement to the Government for the use thereof 
(with stated limitations). To be effective, the use of research and 
development funds for construction of special facilities must be 
authorized by a current appropriation act. This provision in itself 
is very helpful because the furnishing of non-severable facilities in 
both research and development and production programs on land 
not owned or controlled by the Government is a difficult problem 
in procurement law. 


In addition to the statutes of special pertinence to research and 





programs by their very nature include exploratory pursuits, unknown and intangible 
elements upon which answers are to be sought by investigation and experimentation, 
and other elements which cannot be described with a definiteness which would 
enable contractors to bid with the same approach and techniques in mind. This type 
of work must be negotiated in order to permit full discussion of new ideas, work 
approaches, etc. It has been stated that if actions leading to research objectives were 
all sufficiently well known as to permit accurate specifications, they would be so 
well known as to preclude the need for research and development effort. 

960 Stat. 779 (1946), 5 U.S.C. §§ 475-475b (1952) (now codified into 10 U.S.C.). 


10 By direction of the Secretary of the Navy, granted by directive in August, 1946. 
See Bureau oF NAvAL PERSONNEL, Navy Contracr Law 174 1949). 


1166 Srat. 725, 5 U.S.C. §§ 475g-m (1952) (codified into 10 U.S.C. § 2353). 
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development contracting by the military services, statutes establishing 
other agencies such as the Atomic Energy Commission,” the National 
Science Foundation, the National Advisory Committee for Aeronau- 
tics,"* and the National Academy of Sciences” are of interest because 
of their close relationship to defense research and development pro- 
grams. 


IV. SeLection oF Type or ConrTrRACT 


Part 4 of Section III of the Armed Services Procurement Regula- 
tions (ASPR) describes types of contracts, within the Department 
of Defense, for procurement by negotiation. The more important of 
these, as far as research and development contracts are concerned, 
are the fixed-price contract, with or without price redetermination, 
and the cost-type contract, including the cost-plus-a-fixed-fee con- 
tract. 

Paragraph 3-402 of the ASPR states that the fixed-price contract 
shall be used unless the use of another contract is more appropriate. 
For research and development activities, it is generally felt that the 
cost-type contract is more appropriate than the fixed-price type, for 
the same reasons that negotiation is preferable to bidding in research 
and development contracts. That is, fixed-price contracts contem- 
plate that the subject matter of the contract can be substantially 


12The Atomic Energy Commission was established by the Atomic Energy Act 
of 1946. 60 Srat. 755, 42 U.S.C. §§ 1801-1819 (1952) (later amended by Atomic 
Energy Act of 1954, 68 Strat. 919, 42 U.S.C. §§ 2011-2081 (Supp. II 1955)). This 
agency, in addition to its research and development work in the defense field, carries 
on widespread scientific studies in the medical fields, and basic research into the 
fundamentals of atomic structure. 

13 The National Science Foundation was created by Congress in 1950, 64 Srar. 
149, 42 U.S.C. §§ 1861-1875 (1952), with the following duties: (1) to develop and 
encourage a national policy for basic research and education in the sciences, (2) to 
support basic scientific research in the natural sciences through grants, (3) to 
initiate and support research activities in connection with national defense matters 
as requested by the Secretary of Defense, (4) to grant scholarships and fellowships, 
and (5) to evaluate scientific research programs undertaken by agencies of the 
federal government, and to correlate the Foundation’s scientific research programs 
with those undertaken by individuals and by public and private research groups. 

14 Established pursuant to 38 Start. 930 (1915), 50 U.S.C. §151 (1952). The 
N.A.C.A. has been active in aeronautics research for some forty years, and assists 
the aeronautic needs of the nation through its technical subcommittees. 

15 Established by Congress in 1863, 12 Stat. 806, 36 U.S.C. §§ 251-253 (1952), on 
the recommendation of President Lincoln. This law provides that the academy 
“... Shall, whenever called upon by any department of the Government, investigate, 
examine, experiment, and report upon any subject of science or art, the actual 
expense of such investigations, examinations, experiments, and reports, to be paid 
from appropriations which may be made for the purpose, but the academy shall 
receive no compensation whatever for any services to the Government of the United 
States.” 





es 
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specified before the execution of the contract. Research and develop- 
ment projects, however, generally are not subject to fixed require- 
ments or definite work approaches, and the anticipated costs and the 
variations in approaches necessary to pursue best the objective cannot 
be forecast accurately at the time of contract negotiations. Of course, 
there may be exceptions; but ordinarily, flexibility in pursuing the 
research or development objectives is essential. The cost contract 
offers such flexibility and is the most common type used by the 
armed services for research and development. 

Therefore, it is important to exercise especially careful judgment 
whenever a fixed-price contract is contemplated. There have been 
a number of instances wherein contractors have run into financial 
difficulties by undertaking research and development under a fixed- 
price contract, and then had to seek relief through actions under 
the “disputes” clause before the Armed Services Board of Contract 
Appeals (ASBCA),’* or else under the provisions of Title II of the 
First War Powers Act" through contracting officer or Contract Ad- 
justment Board action. 


V. Drartinc or ContTrRAcT 


The greatest portion of a research and development contract con- 
sists of the so-called standard clauses which are required by the 
ASPR to be included in various types of Defense Department con- 
tracts. Certain of these clauses are required specifically by some 
statute or executive order, or an implementation thereof. Others may 
be required by agency directives. Accordingly, research and devel- 
opment contracts, like most production contracts, consist of standard 
or “boiler plate” clauses together with a “scope of work” clause; 
costs, price and payment provisions; provisions relating to the fur- 
nishing of government property; delivery provisions; military security 
provisions; and other special provisions based on the negotiation. Thus, 
on the surface research and development contracts resemble most 
ordinary production contracts. However, beneath the surface there 
may be substantial differences. 

A major area of difference is that statements of work in produc- 
tion contracts generally specify large quantities of end items in 


16 ASPR 7-103.12 (1950) ; ASPR 7-203-12 (1955) ; and Appendix A to the ASPR. 


1755 Strat. 839 (1941), as amended, 50 U.S.C. App. § 611 (1952). Note: Title II 
was reactivated by Congress during the Korean emergency, 64 Strat. 1257 (1951), 
and was implemented by Exec. Order No. 10210, 16 Eso. ie. 1049 (1951). 
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accordance with prescribed specifications, whereas in research con- 
tracts the statement of work generally sets forth objectives to be 
pursued in broad terms. Development contracts, on the other hand, 
may call for the design of one or more prototypes wherein guidance 
is usually not available through preconceived drawings or specifica- 
tions. Another area of difference is that there are special clauses 
and cost principles designed specifically for certain types of research 
and development contracts. 

In drafting a research and development contract, procurement 
specialists and attorneys must work closely with the scientific and 
engineering personnel to make certain that the objectives and per- 
formance requirements are clearly indicated in the statement of 
work. The clauses which set forth the scope of work are in a sense 
the most important in the entire contract because they spell out the 
objective of the technical and scientific work to be performed. In 
effect, the Government is buying the brainpower, the scientific and 
engineering knowledge and techniques of individuals and organiza- 
tions to seek solutions to problems, to improve existing items, to 
design new items, or to make new discoveries in knowledge; what 
is to be supplied is not an off-the-shelf item, nor is it listed in a 
catalog. 


In the statement of work, it is desirable and necessary to provide 
for the delivery of something to the Government in order to provide 
tangible and concrete evidence of the work performed under the 
contract. In many cases, such as in basic research, the only item 
to be delivered will be status and technical reports on the work 
describing the results. This type of contract usually is written on 
a term basis because the work to be performed cannot be described 
with any degree of particularity, and estimates on total cost and 
time for these projects cannot be accurately forecast. In other cases, 
such as development contracts, prototypes or pilot models may be 
prescribed. Here the contract may be written on an entire job basis, 
provided a definite goal and end product can be defined in advance, 
and provided it is possible to estimate costs and delivery with reason- 
able accuracy. Other contracts may call for design, drawings, and 
specifications. For example, a development contract may call for 
an end item based on performance characteristics and require the 
furnishing of drawings and specifications after service tests have been 
conducted and the prototype has been approved. 
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Careless or inaccurate “scope of work” clauses have in a number 
of cases resulted in financial losses to contractors, probably because 
of the failure of the parties to recognize that the work to be per- 
formed required the solution of new and unforeseen scientific prob- 
lems.”* 


The requirement for including a large number of standard or “boiler 
plate” clauses in research and development contracts is a source of 
annoyance and irritation to some contractors, especially irrelevant 
clauses. For example, in a small basic research contract with a univer- 
sity calling only for the services of one professor and one graduate stu- 
dent to perform research in mathematics, it is hard to see how the 
“Convict Labor” clause*® would have any application. The counter 
argument is offered by some persons that no serious harm is done, be- 
yond extra words and paper, by including mandatory “boiler plate” 
clauses which may be superfluous in a given contract. Most contractors 
who have entered into a number of defense contracts have grown 
accustomed to the inclusion of the familiar standard clauses and usually 
do not take exception to those which are based upon requirements 
of statutes or executive orders. 

It has been suggested that there should be an entirely separate 
set of regulations for research and development procurement, in order 
to sever it completely from supply procurement. Such an extreme 
would not appear necessary or practical, however, because many of 
the principles expressed in departmental directives are equally ap- 
plicable to both types of procurement. The ASPR does give some 
recognition to the need for special provisions for research and develop- 
ment procurement. For example, parts 3 and 4 of Section VII of 
the ASPR are reserved for the coverage of contract clauses to be 
included in fixed-price and cost-reimbursement research and devel- 
opment contracts. Appendix C to the ASPR,”° and ASPR 13-505 
and 13-506 prescribe property controls and accounting for use in 
research and development contracts with educational or other non- 
profit institutions. There also are other special provisions for this class 
of contracts in the ASPR or in the regulations of the three services, 
e.g. termination procedures, military security requirements, cost prin- 


18 See section XII infra for some examples. 
19 ASPR 7-104.17 and ASPR 7-203.15 (1955), required by Exec. Order No. 325A, 
May 18, 1905. 


20 Entitled “Manual for Control of Government Property in Possession of Non- 
Profit Research and Development Contractors.” 
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ciples, and patent provisions. In practice, because the Defense 
Department directives, up to the present time, have not spelled out 
the requirements for research and development contracts to the same 
extent as for supply contracts, contracting officers generally have 
specifically “tailored” research and development contracts to meet 
the procurement objective, and at the same time have observed the 
spirit of existing directives by including such of the standard clauses 
as may be required or otherwise may be appropriate. 


VI. ConTRACTING ORGANIZATIONS 


The majority of research and development contracting in the 
Army is under the cognizance of seven independent Technical Corps: 
Ordnance, Signal, Quartermaster, Chemical, Transportation, Medical, 
and Engineers. To a large extent, the negotiations and executions 
of Army research and development contracts are accomplished by 
contracting officers located in field establishments, such as district 
offices, arsenals, laboratories and proving grounds. 

The Navy has, in addition to the Office of Naval Research, seven 
independent Technical Bureaus responsible for research and devel- 
opment and production in their respective areas. The great majority 
of Navy research and development contracts are negotiated and 
executed by contracting officers centralized in Washington, D.C., 
and are awarded mainly by the Office of Naval Research, and the 
Bureaus of Aeronautics, Ships and Ordnance. 

In the Air Force, the responsibility for the research and develop- 
ment program is in the Air Research and Development Command, 
which is composed of a headquarters organization and eleven centers 
located throughout the United States. The negotiation and execu- 
tion of Air Force research and development contracts are accom- 
plished on a decentralized basis by contracting officers assigned to 
these eleven centers. 


VII. SeLectinc AND EvaLuatinc ContTRACTORS 


In supply procurements, where the type and quantity of the item 
to be procured is set forth specifically in the invitation for bid or 
request for proposal, the contract is generally awarded to the lowest 
bidder or proposer. In research and development, however, price 
is not the most relevant factor in contractor selection and evaluation, 
because the work to be performed is not fixed, and actual evaluation 








—— 
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based on results and costs is possible only after the project has been 
completed. It follows, then, that the selection of the research and 
development contractor must be based primarily on the competence 
of the technical personnel who are to perform the work, the attitude 
and ability of management, and the facilities and experience available 
in the contractor’s organization. In basic research contracts, selec- 
tion is confined in most cases to a sole source, because the work to 
be pursued is based on ideas proposed by a scientist and is in a 
sense “proprietary.” The closer a development contract approaches 
the production type of project, the greater becomes the need for 
multiple source solicitation. 

One difficult problem arising out of research and development 
contracts is, to what extent the Government should commit itself 
to awarding the future mass production contract to the contractor 
doing the development. Contractors are sometimes unwilling to com- 
mit key personnel and facilities to a development contract, owing to 
the relatively small scale of development operations, and the “head- 
aches” so frequently a part of such operations (as compared to pro- 
duction operations), unless they can have some assurance that they 
will be awarded the first production run contract. Yet this con- 
flicts with one of the fundamentals of government procurement, 
that all competent contractors should be given the chance to com- 
pete for government business. Of course, it is true that even in 
strictly open competition, the development contractor has a decided 
advantage in the competition for first production because of the 
“know-how” acquired in development and also because he may 
possess much of the tooling, equipment, and machinery required for 
production. This type of situation is recognized in ASPR 3-214." 
In addition to the incentives for profit and for future production po- 
tentialities, there are other incentives for a contractor to accept a re- 
search and development contract; e.g., the value of ownership of 
patents where the work may result in inventions of commercial ap- 








21 ASPR 3-214 (1950) authorizes the negotiation of contracts 

‘ for supplies of a technical or specialized nature requiring a substantial 
initial investment or an extended period of preparation for manufacture, as 
determined by the Secretary, when he determines that advertising and competi- 
tive bidding may require duplication of investment or preparation already made, 
or will unduly delay procurement of such supplies . ... The authority of this 
paragraph will in general be used in situations where it is preferable to place 
a production contract with the supplier who had developed the equipment, and 
thereby either assure to the Government the benefit of the techniques, tooling, 
and equipment already acquired by that supplier, or avoid undue delay arising 
from a new supplier having to acquire such techniques, tooling and equipment. 
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plication and where the knowledge gained may be of considerable 
value in the contractor’s commercial work. 


VIII. Patents 


Because research and development look to new discoveries, and 
patents are based on new discoveries, it follows that the subject of 
patents is an important topic in research and development procure- 
ment. The standard provisions relating to patents, copyrights and 
royalties are contained in Section IX of the ASPR. 

As a general rule, the Government permits the contractor to take 
title to patentable inventions, requiring, however, a “royalty-free” 
license to such patentable inventions conceived or first reduced to 
practice under government contracts. Where a contractor does not 
elect to file an application on an invention considered to be patentable, 
then the Government may elect to file,” in order to preclude another 
party obtaining the patent and requiring the Government to pay 
royalties on it. Whether the Government would file would generally 
depend on whether the item had potential commercial value. If 
it did not, there generally would be no need for the Government to 
file, because of the unlikelihood that anyone else would patent such an 
item. 

Even though an invention which forms a part of a prototype was 
not conceived or first reduced to practice at government expense 
(known as a background patent), the Government nevertheless may, 
to the extent practicable, obtain license rights so that it will have the 
right to reproduce the end product resulting from the development 
contract. Such a license generally would not be “royalty-free,” but 
would be a license wherein the Government would agree to pay 
royalties for the use of the contractor’s background patents. 


IX. TecunicaL Reports UNper RESEARCH CONTRACTS 


The products of scientific research programs are technical reports. 
Because new equipments are created through the application of scien- 
tific discoveries, it becomes essential that information resulting from 
the Government’s sponsorship of science reach the men who can 
use it. This is a large problem when we consider that the Depart- 
ment of Defense generates more than 50,000 technical reports a year 





22 Patents issued in the name of the Government, unless classified for security 
reasons, are available for public use. 
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as a result of its research and development programs. It is the policy 
of the Government to encourage and support the wide dissemination 
of unclassified information obtained under research programs through 
publication in scientific journals, books, and also from government 
sources such as through the Armed Services Technical Information 
Agency.” 

Generally, most of the Defense Department contracting agencies 
require status reports, technical reports, and a final report to be 
furnished under research contracts. Status reports are informal re- 
ports furnished periodically to keep the Government informed as 
to current progress, and may contain expenditure information as 
well as the latest scientific data, observations, predictions, and plans. 
Technical reports are prepared when a specific phase of the work 
has been completed or when important results requiring wide dis- 
semination are obtained. A final report is issued at the completion 
of the contract and includes a summary of the work accomplished 
and an index of all technical reports and publications issued under 
the contract. Generally, research contracts require the contractor 
to make full disclosure of all research conducted and provide that 
reproduction in whole or in part of technical reports is permitted 
for any purpose of the Government. 


X. OverHEAD Provisions 


Three common methods of reimbursing a contractor for overhead 
are (1) predetermined or negotiated fixed overhead rate, wherein 
the contractor is reimbursed for overhead on the basis of some pre- 
determined rate specified in the contract; (2) provisional rate later 
fixed; and (3) actual rate—wherein the contractor is reimbursed on 
the basis of actual costs incurred as determined by the Government 
in accordance with Section XV of the ASPR. 

A recent decision of the Comptroller General*® held that the 
practice of paying overhead on the basis of predetermined fixed rates 
was illegal because it violated the prohibition against the cost-plus- 





23 This agency is under the management control of the Air Force and has the 
responsibility of providing an integrated program of scientific and technical report 
services for the Department of Defense and its contractors. 

24 See Note, Government Rights to Technical Information Received Under Con- 
tract, 25 Greo.WasuH.L.ReEv. 289 (1957) (infra, this issue). 


25 35 Comptr. GEN. 434 (1956). 
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a-percentage-of-cost type of contract.”® Most of the defense research 
and development contracts with educational institutions heretofore 
have used predetermined fixed overhead rates, inasmuch as this type 
of overhead requires a minimum of administrative detail and expedites 
the negotiations, administration, and close-out of contracts. The 
Comptroller General’s decision generally was unpopular with uni- 
versities, and various protests were lodged.**_ However, the decision 
has not been rescinded and the Defense Department contracting 
agencies have issued directives which have eliminated the use of fixed 
predetermined overhead rates. 

Another aspect of the overhead subject relates to the propriety of 
the Government’s recognition of the contractor’s independent or 
general research program by allowing an element of financial support 
to such programs by, for example, additional allowance in overhead. 
The practices and policies of the various Defense Department con- 
tracting agencies are not uniform regarding the extent of such recog- 


nition and allowances, but the subject is being actively considered 
by the ASPR Committee. 


XI. INDEMNITY ARRANGEMENTS AND DAMAGE ACTIONS 
FLowInc FROM Hazarpous Work 


In recognition of the fact that contractors may not be able to 
obtain proper insurance coverage for extra-hazardous work relating 
to research, or could obtain such coverage only at a very high pre- 
mium, the three armed services have arranged for a master policy 
with an indemnity insurance company which is available to con- 
tractors. However, where the work involved is unusually hazardous, 
liability and property damage insurance is either prohibitive cost- 
wise or is impossible to obtain. In such cases, based upon the pro- 
visions of Public Law 557,?* the Government may provide indem- 
nification to the contractor for special risks which are defined in 
the contract. This may include third party liability for personal 
injury or death, and property loss or damage; and loss or damage 
to the contractor’s property. 


26 Inasmuch as the amount paid as reimbursement for overhead will diminish or in- 
crease in proportion to the direct costs incurred rather than the overhead actually 
incurred by the contractor. See §4(b) of Armed Services Procurement Act, note 7 
supra, 10 U.S.C. § 2306. 

27 See 35 Comprr. Gen. 590 (1956). 


28 66 Stat. 725, 5 U.S.C. §§ 475g-m (1952) (codified 10 U.S.C. § 2353). 
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Because many of the research projects of this technical age involve 
unusually hazardous experiments and tests, the potential cost to the 
Government for personal and property damage could be tremendous. 
In fact, there are already two interesting cases brought in federal 
courts involving claims for damages from atomic bomb tests.” 


XII. Contractor Dirricutties Aristinc Out oF 
RESEARCH AND DEVELOPMENT CONTRACTS 


A number of actions for relief have been brought by contractors 
under research and development contracts, and under production 
contracts requiring research and development work in the perform- 
ance thereof. These actions have been brought before contract 
adjustment boards under Title II of the First War Powers Act® 
as hardship or relief claims, and before the Armed Services Board 
of Contract Appeals** as disputes concerning factual matters.® 

The difficulties from which contractors sought relief have re- 
sulted from a number of causes, for example, impossibility of per- 
formance of the scope of work specified in the contract; or where 
presumptions contained in the work description later proved to be 
erroneous; or where fixed-price contract requirements thought to be 
definite later necessitated considerable research and development 
work because of unforeseen technical problems; or where the con- 
tractor relied upon informal assurances from a government agent 
which were not made a part of the contract; or where government- 
furnished property would not accomplish the purpose intended by 
the parties. 

Three cases heard before the Armed Services Board of Contract 
Appeals are illustrated (note: in each case the contractor was suc- 


cessful) : 


(a) A contractor sought additional compensation under an ex- 
perimental and development contract (fixed-price type) wherein it 
was to have available a new type of mine detector equipment (being 
developed for the Army by another contractor) for use on amphi- 


28 Bulloch v. United States, 133 F.Supp. 885 (D.Utah 1955) (final judgment Oct. 
26, 1956) ; Bartholomae Corp. v. United States, 135 F.Supp. 651 (S.D.Cal. 1955). 
Recovery was denied in both cases. 

30 Note 17 supra. 

31 Note 16 supra. 

382 See Pasley, The Interpretation of Government Contracts: A Plea for Better Un- 
derstanding, 25 ForpHAM L. Rev. 211 (1956). Also see Gubin, Price Relief—Pro- 
cedures of Contract Adjustment Boards, 12 Fev.B.J. 315 (1952). 
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bious vehicles. When the Government was unable to provide 
appellant with a satisfactory working unit of the mine detector 
device, the appellant with the knowledge and acquiescence of the 
Government’s project engineer pursued the electronics phases of the 
contract by means of its own design and development work (al- 
though this work was not contemplated by the written contract). 
This changed manner of performance occasioned greater costs than 
would have otherwise been necessary.** 


(b) A contractor filed a claim for research and development work 
on a radio antenna for transmitting and receiving equipment. The 
claim was based on Section 17(a) of the Contract Settlement Act 
of 194454 for services and materials furnished to the Army relying 
in good faith upon the apparent authority of an officer or agent of 
the contracting agency. The opinion relates that although the 
Government was aware of the work being performed through is- 
suance of small purchase orders, loans of government property, 
conferences, and correspondence, a contract was never executed for 
the major work performed during a three year period which in- 
volved considerable developmental services.** 


(c) A contractor had a research and development contract for 
production of three hand operated hoists. A change order, with 
increase in price, called for the winches to be motor driven, appel- 
lant to procure the motors. Another change order provided that 
the Government would furnish the motors. After much experi- 
mentation, with the knowledge of the Air Force authorities, it was 
found that the Government-furnished motors would not accom- 
plish the requirement. The Board stated that the extra cost should 
be included as a part of the equitable adjustment in that the appel- 
lant had a right to assume that the Government-furnished motors 
could be used for the purpose intended.** 


XIII. Conciusion 


We have seen that the research and development activities of the 
armed services have increased greatly, and that this has been recog- 
nized by special provisions in procurement statutes and armed services 
regulations. 

There is a growing tendency in the armed services for negotiations, 
preparation and administration of research and development contracts 


to be handled by personnel and organizations devoted primarily to 








33 Armed Services Board of Contract Appeals (ASBCA) No. 396, May 1950. 
34 58 Star. 649, c. 358. 

35 ASBCA No. 859, May 1953. 

36 ASBCA No. 836, March 1952. 
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this type of activity. Such specialization tends to insure more flexible 
treatment of research and development contracts, and to avoid the 
more rigid treatments applicable to supply contracts which have on 
occasion resulted in delays, added costs and other difficulties. 

While this article has discussed several areas of interest in research 
and development procurement by the armed services, it has by no 
means touched upon all of the subject matter which attorneys and 
contract specialists representing the Government and contractors must 
be concerned with. For example, there are interesting and knotty 
problems raised relative to security,*’ consultant services,** contract 
terminations,®® and non-severable facilities.*® 

As the importance of research and development activities increases, 
more and more factors unique to the field will arise and require atten- 
tion. It is hoped that this article will aid attorneys and contract 
specialists for the Government and industry better to visualize the 
nature of the field, and thus be better prepared to take account of 
its special considerations when they arise. 





37 For example, what are the contractor’s responsibilities for providing physical 


safeguards, for the employment of aliens, for retaining or disposing of classified in- 
formation ? 


38 For example, when it is desirable for the Government to obtain the services of a 
particular scientist or engineer for consultant services, should this be done by appoint- 
ments through personnel actions, by contract or by other means? If a contract is to 
be used, does it constitute a “personal services” contract which requires Secretarial 
approval or does it fall under the category of “non-personal services?” 


_ 39 For example, in the event of a termination action on a development contract, what 
right does the Government have to drawings where the contract is silent as to 
drawings but calls only for a prototype? 


40 For example, if the contractor needs non-severable facilities to perform the 
research and development project, should these be constructed at contractor expense 
and, if so, under what conditions is it proper for the Government to agree to being 
charged for amortization which is based on a shorter period of write-off than is 
normal? If the non-severable facilities are to be constructed at Government expense, 
should the contract include a provision for the contractor to purchase at the end of 
the use under the contract, or should the Government be required to restore the 
premises to original condition, or should the Government be permitted to abandon 
the facilities in place without further obligation? 








THE PATENT INDEMNITY CLAUSE 
IN GOVERNMENT CONTRACTS 


Lawrence Glassman* 
I. INTRODUCTION 


HE patent indemnity clause is almost certainly the oldest 
clause dealing with patent problems which has been used on 
any regular basis in government contracts. In substance, this clause 
(sometimes called the save-harmless or hold-harmless clause) pro- 
vides that the Government is to be reimbursed by the contractor for 
any patent infringement damages incurred by the Government aris- 
ing from the performance of the contract. The clause sometimes 
includes exceptions in favor of the contractor (these will be discussed 
in detail below). 

One might expect that the clause would be accorded the veneration 
and respect due its age but this has not been the case. It is unlikely 
that there is any other clause, at least in the patent field, which has 
aroused, both within Government and within the body of govern- 
ment contractors, greater diversity of opinion as to its value. In the 
past, when government procurement was at a relatively low level, 
and involved comparatively simple devices, most of them available 
to the general public in the open market, this provision was prob- 
ably quite innocuous and uncontroversial. With the tremendous 
size of the Government’s present procurement program calling in 
many cases, especially under Defense Department contracts, for the 
most complex types of equipment, and with the great expansion in the 
number of patents in fields related to national defense, has come the 
accompanying growth of division of opinion as to the merits of the 
clause. 

The purpose of this paper is to describe the historical development 
of the clause, to discuss the various positions taken toward the clause, 
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together with an analysis of these positions, and to present conclusions 
and recommendations on the subject of patent indemnification. The 
emphasis will be on Defense Department contracts since these present 
the matter in its most controversial aspects and, in any event, involve 
far larger expenditures of government funds than those of other gov- 
ernment agencies. 


II. THe Backcrounp 


A brief summary of the historical developments which led to the 
current provisions of the Armed Services Procurement Regulations 
(ASPR) dealing with patent indemnification seems appropriate here. 


The earliest record of use of the patent indemnity clause in a gov- 
ernment contract which has been found concerns a contract which 
was awarded in 1875.’ Since that date, these clauses have been widely 
used. Until relatively recently a reverse indemnity clause, i.e., one 
which required the Government to reimburse the contractor for any 
damages which the latter had to pay in suits against it based on in- 
fringement occurring in the performance of a government contract, 
was also used fairly often.” 


In 1936, a patent indemnity clause was included in Army procure- 
ment regulations for the first time.* The regulations applicable to the 
Army have continuously since then required the use of such a clause 
in certain contracts. This has been true of the Navy also since 1942, 
if not earlier, and of the Air Force since 1948 when that Department 
took on certain procurement responsibilities. The current ASPR 
applies to all three of these Departments.* 


1 Schillinger v. United States, 24 Ct.Cl. 278 (1889), aff’d, 155 U.S. 163 (1894). 
See also 16 Ops. Atr’y Gen. 136 (1878), which makes reference to a patent in- 
demnity provision intended for use in a government contract. The suggestion of 
Chappell and Kenyon, Patent Costs of Military Procurement in Wartime, 12 Law 
& ConTEMP. Pros. 695, 697 (1947), that the first use of patent provisions in govern- 
ment contracts took place during the Spanish-American War, would seem to be 
inaccurate. 

2 Cases are discussed in section II B infra, under the subtitle Reverse INDEMNITY 
CLAUSE. 

3 Army Regulation AR 5-140, “Procurement of Supplies—Advertising for Bids,” 
para. 1ld, July 27, 1936. For a discussion of clauses up to 1941, see Zalkind, Patent 
Rights in War Department Purchasing, 23 J.Pat.Orr.Soc’y 713 (1941). 

4 For clauses used by other government agencies, see General Services Administra- 
tion Standard Forms 23A (article 13), March 1953, and 281lc, March 1951. For 
clauses used by the British government, see Form CCC/ Stores/ 1, Edition, January 
1952. The British government’s policy regarding patent indemnity provisions in 
contracts is discussed in Ashworth, Contracts and Finance (London, 1953) (part of 
History OF THE SECOND WorLD WAR). 
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In November 1951, the Armed Services Patent Policy Review 
Board was established to study the patent indemnity problem and 
other aspects of the Defense Department’s patent policies. Many 
industry associations submitted their comments to the Board both at 
extensive public hearings and in writing. These comments showed 
that industry was far from united in its views as to the merits of the 
indemnity clause and the circumstances under which it should be 
used.> Industry had further opportunities to express its views on this 
subject in connection with two drafts of proposed revisions of the 
ASPR, which culminated in the present version.® 


A. Current ASPR and Implementing Regulations 


The current edition of the ASPR includes two main indemnity 


clauses; the predetermined and non-predetermined types, ASPR 
9-103.1 and ASPR 9-103.2, respectively.’ 


5 See the Board’s Report, 12 August 1952. 


6 See Report on the “Army Patent Conference—The Pentagon, 8-9 March 1955,” 
hereafter called PENTAGON Report, and cited notes 61 and 71 supra. 


7 By the predetermined type of clause is meant one which is used when it is de- 
termined in advance of placing the contract that the items to be furnished under the 
contract are standard commercial and thus to be covered by the indemnity. By the 
non-predetermined type is meant one which is used when this determination has not 
been made in advance of placing the contract and in which the clause itself limits 
the indemnity to the standard commercial items. 

ASPR 9-103.1 reads : 

PATENT INDEMNITY ( PREDETERMINED) 

If the amount of this contract is in excess of $5,000, the Contractor shall in- 
demnify the Government and its officers, agents, and employees against liability, 
including costs, for infringement of any United States letters patent (except 
letters patent issued upon an application which is now or may hereafter be kept 
secret or otherwise withheld from issue by order of the Government) arising out 
of the manufacture or delivery of supplies or out of construction, alteration, 
modification, or repair of real property (hereinafter referred to as “construction 
work”) under this contract, or out of the use or disposal by or for the account 
of the Government of such supplies [*] or construction work [*]. The fore- 
going indemnity shall not apply unless the Contractor shall have been informed 
as soon as practicable by the Government of the suit or action alleging such 
infringement, and shall have been given such opportunity as is afforded by 
applicable laws, rules, or regulations to participate in the defense thereof; and 
further, such indemnity shall not apply if: (i) the infringement results from 
compliance with specific written instructions of the Contracting Officer directing 
a change in the supplies to be delivered or in the materials or equipment to be 
used, or directing a manner of performance of the contract not normally used 
by the Contractor; or (ii) the infringement results from the addition to, or 
change in, the supplies [**] furnished or construction work performed, which 
addition or change was made subsequent to delivery or performance by the 
Contractor; or (iii) the claimed infringement is settled without the consent of 
the Contractor, unless required by final decree of a court of competent juris- 
diction. 

ASPR 9-103.2, “Patent INDEMNITY (Not PREDETERMINED),” differs from ASPR 
9-103.1 only in that the three words between the single asterisks [*] have been 
changed to 
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APPLICABILITY OF CLausE. The instructions given in ASPR 9-103 
provide that (with specified exceptions) the clauses shall not be used 
if the supplies called for by the contract are clearly not standard com- 
mercial items, or if both performance or delivery are outside of the 
area in which the laws of the United States apply unless the contract 
indicates that the supplies will eventually be shipped into that area. 


When it has been determined in advance of issuing the invitation 
for bids that the supplies are standard commercial, or substantially 
so, with some supplier, the predetermined type of clause, ASPR 
9-103.1, is required to be used in formally advertised contracts other 
than for construction.* The instructions in ASPR 9-103.1(b) pro- 
vide for the exclusion by specific listing, from the indemnity, of 
those items which are not standard commercial. 


When it has not been determined in advance of issuing the invita- 
tion for bids that the supplies are standard commercial with some 
supplier, the non-predetermined type of clause, ASPR 9-103.2, is 
“appropriate” for use in any formally advertised contract, whether 
of the construction variety or not. There is no provision for exclu- 
sion of any non-standard items by specific listing, since the clause it- 
self is supposed to accomplish the exclusion of all such items even 
though not listed. 


As ASPR 9-103.3 indicates, no patent indemnity clause is required 
to be included in negotiated contracts. However, the ASPR permits 
the predetermined type of clause to be used in negotiated construc- 
tion contracts, and in other negotiated contracts only when such other 
contracts call for items which are sold as standard commercial or sub- 
stantially so by the contractor or involve the special situation pro- 
vided for in ASPR 9-103(a) (ii). Here again, the instructions in 
ASPR 9-103(b) provide for specific exclusion of non-standard items. 


Both ASPR 9-103.1 and ASPR 9-103.2 are self-canceling if the 
amount of the contract in which they are included is not in excess of 


construction work, or component parts thereof, which supplies or component 
parts either normally are or have been sold or offered for sale to, and which 
construction work normally is a type performed for, the public in the commercial 
open market by any supplier on or before the date set for opening of bids, or 
are such supplies, construction work, or component parts thereof, with relatively 
minor modifications made thereto 

and at the double asterisks [**], the words “or components” have been added. 


8 In construction contracts, the clause is “appropriate” for use. 
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$5000.° They are not permitted to be used if the contract is for a 
lesser amount except that they need not be deleted where they are 
part of a standard form being used for contracts of a lesser amount. 


IMPLEMENTING RecuLations. Army Procurement Procedure 
APP 9-103.1 implements the ASPR by requiring that the contracting 
officer determine prior to issuing the invitation for bids whether the 
items are standard commercial or substantially so and, if they are, that 
ASPR 9-103.1 be used. To emphasize the point, APP 9-103.2 re- 
quires special approval of the use of ASPR 9-103.2. APP 9-103.50 
prohibits the use of a reverse indemnity clause and says that: 


Ordinarily, any demands of a Contractor in this respect can be 
satisfied by the modification or elimination of the patent indemnity 
clause (when authorized by ASPR and APP 9-103) and insertion 
of the authorization and consent clause (ASPR 9-102.1 or 9-102.2). 


The Navy Procurement Directives and the Air Force Procurement 
Instructions which correspond to the APP contain no implementation 
of that portion of the ASPR which deals with the patent indemnity 
problem. 


Score or INpemMNity. ASPR 9-103.1 requires the contractor to 
indemnify the Government and its employees with respect to patent 
infringement arising out of the performance of the contract or out of 
the use or disposal by or for the Government of the items furnished 
under the contract. There are several exceptions with respect to the 
indemnification. It does not apply to patents which issue upon ap- 
plications withheld from issue for a time by order of the Government; 
nor does it apply to infringements resulting from certain changes 
ordered by the contracting officer, or resulting from certain changes 
made by the Government after the contract has been performed, or 
to any infringements which are settled in the absence of a court de- 
cree without the consent of the contractor; nor does it apply unless 
the contractor has been told “as soon as practicable” about the claim 
of infringement and has been given such opportunity as is possible to 
participate in the defense of the claim.’° 


®% The original edition of the ASPR’s had stated that the clause was to be included 
in every contract in excess of $1000 but there was no self-canceling feature in the 
clause. Prior to that time, the instructions for the use of the clause had not stated 
any monetary limit below which it might be omitted. 

10 It is interesting to note, in view of the complex history of the study which led 
up to the present version of ASPR, Section IX, that ASPR 9-103.1 is the same in 
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ASPR 9-103.2 is identical with ASPR 9-103.1, except for the ad- 
dition of the non-predetermined feature which makes the indemnity 
apply (subject to all of the other exceptions which have already been 
discussed in connection with ASPR 9-103.1) only if the items are 
standard commercial or substantially so with “any supplier on or be- 
fore the date set for opening of bids.” Neither the original ASPR 
nor any of the other Army clauses previously used included the non- 
predetermined feature. 

ASPR 9-103.4 provides a clause for use with the authorization of 
“the Secretary of the Department concerned or his authorized rep- 
resentative” when it is desired to exclude specified patents from the 


scope of the indemnity provided by either ASPR 9-103.1 or ASPR 
9-103.2. 


RELATED Causes. Of interest in this connection is ASPR 9-102.1, 
the “Authorization and Consent” clause which is mandatory “in all 
contracts for supplies (including construction work), except pur- 
chase orders of $5000 or less.” The last sentence of this clause rep- 
resents a new feature which was added for the first time in the ASPR 
revision dated January 4, 1955. It provides that: 


The Contractor’s entire liability to the Government for patent in- 
fringement shall be determined solely by the provisions of the in- 
demnity clause, if any, included in the contract and the Govern- 
ment assumes liability for all other infringement to the extent of the 
authorization and consent hereinabove granted. 


There is no similar provision in ASPR 9-102.2, the “Authorization 
and Consent” clause which is required “in all contracts calling ex- 
clusively for experimental, developmental, or research work” and 
which is permitted to be used in contracts calling for supplies as well 
as for such work. (The APP restricts the permissive use to those 
cases in which “the research and development work is the primary 
purpose of the contract.”) 


ASPR 10-106 (Revised 4 January 1955) is identical with this 


paragraph as it appeared in the original ASPR and is concerned with 
the subject of patent infringement bonds. Such bonds are to be 


substance as ASPR 9-105, the corresponding clause in the original ASPR dated 


May 19, 1948, except for omitting an additional exception involving the scope of any 
license limitation upon the contractor and for not including expenses as well as costs 
in the scope of the indemnity. 
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called for only in connection with contracts including an indemnity 
clause and even then are to be used only if no performance bond has 
been obtained and the financial situation of the contractor appears to 
make it necessary. The amount of the bond is to be what the con- 
tracting officer considers adequate. However, the implementing 
APP 10-106 (Revised 5 May 1954), which is the same as in the 
original APP, emphasizes that this should be the lowest amount 
deemed adequate. 

ASPR 15-205 (Revised 3 January 1955), which has remained un- 
changed from the original ASPR in at least the respects which are 
pertinent here, lists those items of cost which are considered unal- 
lowable in connection with cost-plus-fixed-fee contracts whether 
these costs are treated by the contractor as direct or indirect costs. 
Among these are contingency reserves and legal, accounting and con- 
sulting services and related expenses incurred in connection with 
“prosecution of patent infringement litigation.” * 

While these cost provisions of the ASPR are not specifically ap- 
plicable to fixed-price contracts, they may naturally be considered 
as a guide to the official attitude toward allowance of such costs even 
in fixed-price contracts. 


B. Published Decisions and Opinions 


It may be said at the outset of this phase of the discussion that no 
cases have been found which hold that the presence of a patent in- 
demnity clause in a government contract affects the liability of either 
the Government or the contractor to suit for patent infringement. 
This is as it should be. 

Use or Ciause. There are seven opinions of the Attorney Gen- 
eral, the Comptroller of the Treasury and the Comptroller General 
which take the position that it is desirable, when performance under 
a government contract may involve patent infringement, to include 
in the contract provisions for protecting the Government and its 
employees against possible liability for infringement.’* It will be 


11 Jt would appear from the context that the word “prosecution” is used literally 
so that this paragraph of the ASPR, taken by itself, may not mean that the cost of 
defending such litigation would be unallowable. 

12 16 Comptr.Gen. 536 (1936); also 14 Comptr.Gen. 298 (1934) ; 13 Comprtr.GEN. 
173 (1933) ; 3 Comptr.Treas. 411 (1897); 1 Comprr.TReas. 425 (1895); 21 Ops. 
Atr’y GEN. 96 (1894); 16 Ops.Atr’y Gen. 136 (1878). See also Lackas, Decisions 
of the Comptroller General on Questions Relating to Patent Law, 30 J.Pat.Orr.Soc’y 
803 (1948), which discusses decisions on other patent questions as well. 
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noted that all seven of these opinions were issued in situations where 
it was known, either through notice from the patent owner or other- 
wise, that there was a definite possibility of infringing specific patents 
and not just the theoretical possibility. 


Four of these opinions were issued before the Act of 1910* was 
passed. Thus, those who wrote these four opinions may have been 
anxious to protect the government employees who used the inven- 
tion.* The latest of these opinions was written in 1936 and thus all 
of them antedate the complex government procurement situation of 
today. Furthermore, two of the three opinions issued after the Act 
of 1910 were cases in which the bids included patent indemnity 
clauses so that the opinions were really discussing moot points. 


Curiously enough, all four of the opinions issued before the Act of 
1910 involved cases of contracts already placed so that it is not clear 
how the Government could expect the contractor to accept the 
liability of an indemnity bond and to pay the cost of the bond without 
some additional consideration flowing to the contractor from the 
Government. A decision of the Comptroller General specifically 
states that the standard performance bond was to be used without 
change and that there was to be a separate patent infringement bond.”® 
In two of the cases the requirement of the bond was an alternative to 
a showing by the contractor that no infringement existed.’® Unless 
the contractor met either of these alternatives, payment was to be 
withheld. The Government’s authority for withholding payment 
under these circumstances is not stated and seems doubtful. 


13 Act of June 25, 1910, 36 Strat. 851. This act provided for the first time for 
suit in the Court of Claims against the Government to obtain reasonable compensa- 
tion for unlicensed use of an invention by the United States. (However, suits had 
previously been brought against government officials in the other federal courts with 
respect to infringement by the Government.) This act was amended in 1918 by 40 
Stat. 705, which made it very clear that a patent owner’s remedy for unlicensed use 
or manufacture, by or for the United States, of his patents was by suit against the 
Government in the Court of Claims. Today, see 28 U.S.C. § 1498 (1952). 


14 They were presumably not trying to protect the Government against infringement 
occurring in the manufacture of the items by the contractor, since at that time the 
contractor and not the Government would be liable. 

1514 Comptr.GEN. 340 (1934), which supplements 14 Comptr.Gen. 298 (1934), 
supra note 12. 

16 But see 16 Comprr.GEN. 536, supra note 12, which held that payment could not 
be withheld where the contracts did not contain any provision protecting the Govern- 
ment against infringement, although the contracting officer had received an allegation 
of infringement in connection with the contracts. 
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A 1918 opinion of the Judge Advocate General of the Army 
states: 


A contract for the manufacture of a patented article, entered into 
with a contractor who claims the right to make and dispose of such 
article, should contain a stipulation by the contractor indemnifying 
the United States against . . . claims . . . for . . . infringement. 

A contract for the manufacture of a mechanical device according 
to Government specifications, the contractor not claiming to own 
or control a patent covering the device should not contain a pro- 
vision that the contractor should indemnify the Government. 


There are two court cases which contain language bearing upon 
the question of whether the Act of July 1, 1918,1* should be con- 
sidered as representing the intent of Congress that patent indemnity 
clauses not be used in government contracts. One of these is Rich- 
mond Screw Anchor Co. v. United States’® which indicates that the 
intention was to remove completely the contractor’s liability for in- 
fringement in manufacturing items for the Government. However, 
this case did not involve a patent indemnity clause. The other case 
is Dearborn Chemical Co. v. Arvey Corp.,® in which plaintiff sued 
the contractor for infringement in connection with a government 
contract which included an indemnity clause, and contended that, 
because of the indemnity clause, the contractor had made himself 
liable to suit.2* The court disapproved this contention, saying that 
the suit must be brought against the Government. The court added 
this dictum: 


17 DicEst oF OPINIONS OF THE JUDGE ADVOCATE GENERAL OF THE ArMy 842 (1912- 
1940). This opinion is dated Feb. 28, 1918, and predates the 1918 amendment, supra 
note 13, to the Act of 1910. The opinion also says, as to the second situation, that 
it would be proper for the Government to indemnify the contractor. 


18 See note 13 supra. 
19 275 U.S. 331 (1928), which says in part: 


The purpose of the amendment was to relieve the [government] con- 
tractor entirely from liability of every kind for the infringement of patents in 
manufacturing anything for the Government and to limit the owner of the patent 
and his assigns and all claiming through or under him to suit against the United 
States in the Court of Claims for the recovery of his reasonable and entire com- 
pensation for such use and manufacture. The word “entire” emphasizes the 
exclusive and comprehensive character of the remedy provided. As the Solicitor 
General says in his brief with respect to the Act, it is more than a waiver of 
immunity and effects an assumption of liability by the Government. 


20 114 F.Supp. 369 (N.D.IIl. 1953). 


21 By waiving the defenses of 28 U.S.C. § 1498, which was a codification of the 
Act of 1910 as amended in 1918 (see note 13 supra), and of 35 U.S.C. §94, which 
was §6 of the Royalty Adjustment Act (56 Strat. 1013, 1942), and defined for the 
purposes of the latter act, use of an invention by a contractor with the authorization 
and consent of the Government as use for the Government. 
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Nor does the language of the statute warrant any inference that 
the Government is thereby prevented from engaging in the sound 
business practice of securing indemnity agreements from any of its 
suppliers. 


INTERPRETATION OF CLaAusE. There are a number of decisions deal- 
ing with the interpretation of the indemnity clauses. In one of 
these” the Government had entered into a license agreement with a 
company covering the manufacture, by or for the Government, of 
guns involving a certain patented feature. The Government then 
contracted to procure these guns with the licensor, the contract in- 
cluding an indemnity clause. The contractor claimed royalties on 
these guns made by it. In holding that this claim should be denied, 
the Comptroller of the Treasury ruled that the indemnity provision 
constituted a license to use any of the contractor’s patents which were 
involved in producing the guns and that independently of any such 
provision “there was an implied warranty by the contractor . . . of 
complete and perfect title which protects the United States against 
any claim by the contractor for the use in said guns of any patent 
owned by the contractor and vendor.” 

Another case** offers an interesting basis for comparison. In it the 
Secretary of War had asked for the opinion of the Attorney General 
as to whether the Government had acquired an implied license in in- 
ventions made by a company in doing work for the Government 
under a development contract which did not contain an express pro- 
vision granting the Government a license under inventions made in 
performing the contract. The contract did include a clause in which 
the contractor agreed to indemnify the Government. The Attorney 
General ruled that there was no such implied license and said that the 
indemnity clause protected the Government against suits by the con- 
tractor for infringement relating to the “articles or work” which were 
the subject of the contract but did not extend to other “articles or 
work” not covered by this contract. 

22 17 Comptr. TREAS. 887 (1911). 

23 32 Ops.Atr’y GEN. 556 (1921). 

24 Cf. Martin v. United States, 86 Ct.Cl. 311 (1938), in which the Government had 
awarded a contract to Martin based on his offer to furnish a set of working drawings 
of his device and to construct one of his devices. The contract included an indemnity 
clause. The Government later awarded another contract for somewhat similar devices 
to another company. The court concluded from the purchase of the drawings by the 
Government and from the indemnity clause in the Martin contract that the Govern- 
ment had an implied license under the contractor’s patents. However, the court in 


a later memorandum opinion, apparently reversed itself as to the implied license. 
89 Ct.Cl. 531 (1939). The supplemental opinion is unclear. 
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A decision of the Comptroller General deals with the interpretation 
of the indemnity clause.** The low bidder on a proposed contract 
had bid “with the understanding that the patent clause means we 
guarantee the merchandise as sold free of valid infringement claims, 
but do not guarantee that the use thereof by the Government in con- 
junction with other materials will not infringe a patent.” The Comp- 
troller General ruled that this bidder’s interpretation of the clause was 
correct and that his bid could be considered. 


The Lane Lifeboat case** also involves an interpretation of two 
different indemnity clauses, both of which excepted from the in- 
demnity “patented articles required by the Government in its speci- 
fications, the use of which the contractor does not control.” The 
court held that this exception did not apply to the facts of this case, 
in that the Government “had not in terms ordered a patented boat.” 7 


Consequences. A number of decisions illustrate the consequences 
which may flow from use of the clause in contracts, as distinguished 
from interpreting the clause itself. A company questioned its liability 
to the Government for excess costs incurred by the Government from 
another company after the first company’s failure to deliver under a 
contract which included an indemnity clause. The company con- 
tended that because the item called for was proprietary and could be 
manufactured only under a patent, its failure to perform was ex- 
cusable under the terms of the contract. In his decision on this 
question, the Comptroller General ruled** that the indemnity clause 
“expressly cautioned the bidders that the use of patented processes 
or devices might be necessary in the manufacture of the required 





25 19 Comptr.GENn. 876 (1940). 
26118 F.2d 793 (2d Cir.), cert. dismissed, 314 U.S. 579 (1941). 


27 The court indicated that, while it agreed with the result reached by the court 
below, 25 F.Supp. 410 (E.D.N.Y. 1938), it disagreed with the view of the lower 
court that the word “article” in the clause did not cover the boat itself but only those 
parts of its equipment which might be patented. This disagreement was based both 
on the fact that there did not seem to have been such patented parts and that this 
would be an unrealistic construction of the clause. 


28 34 Comptr. GEN. 336 (1955), which also said: 


If the manufacture of this chair . . . required the use of a special or patented 
process, it would seem that you, as an experienced dealer in office furniture and 
equipment, should have known or ascertained that fact prior to bidding thereon 
without reservation or qualification of any kind. 


It is strange that the decision did not point out to the contractor that, under the 1918 
amendment to the Act of 1910, it could not have been enjoined from manufacturing 
the chairs even if they were covered by a patent, so that the reason which it gave 
for its failure to perform was obviously not valid. 
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items” so that the company presenting the question was liable for the 
excess costs. 


The Lane Lifeboat case* involved a suit by the Government based 
on the indemnity clauses in four contracts awarded to Lane. This 
suit was against Lane and the company which had furnished Lane’s 
performance bond. It followed an infringement suit against the 
Government by Welin Davit and Boat Corp.® for infringement re- 
sulting from performance of the Lane contracts. Welin was suc- 
cessful in its suit in recovering $9,889.36 from the Government. In 
the Lane case, the Government recovered $12,644.32 from Lane plus 
$9,140.20 from the company which furnished the bond. The case 
does not explain why the Government was awarded a substantially 
greater sum than the amount which the patent owner had recovered 
in the Court of Claims. 


The case of Western Electric Co. v. Hammond* is interesting not 
only because it involves the indemnity clause, but because it contains 
a discussion of the problems which might be encountered by an in- 
demnifier in trying to influence the conduct of the Government’s 
defense to a suit in the Court of Claims for alleged infringement re- 
sulting from performance of the contracts in which the indemnity 
clause appeared. Western Electric was furnishing radio apparatus to 
the Government under a contract containing an indemnity clause, 


29118 F.2d 793 (2d Cir.), cert. dismissed, 314 U.S. 579 (1941). 


3078 Ct.Cl. 772 (1934). An interesting sidelight on this Welin case is to be found 
in 11 Comprr.Gen 44 (1931). In a letter to the Comptroller General, the Secretary 
of War had asked whether Army funds could be used to purchase a license from 
Welin. (It appears from the context that by license was meant, in addition, a release 
from past infringement.) The letter stated that Welin had filed suit against the 
Government in the Court of Claims alleging that the lifeboats furnished by Lane 
infringed a patent owned by Welin; that the War Department and the Department of 
Justice had concluded that infringement existed and that it was unlikely that the 
Government could win the case; (this decision was presumably published in 1931, 
while the Welin case was still pending in the Court of Claims, so that these statements 
became available at that time to Welin) ; that Welin was willing to accept substan- 
tially less than he would probably be awarded by the court. As submitted, the ques- 
tion was silent as to whether Lane had been asked, in view of the indemnity clauses 
in its contracts, to pay for the license. The Comptroller General held that the War 
Department was not authorized “to adjust by contract any infringement of patent 
rights after infringement has taken place” so that the patent owner’s only remedy was 
in the Court of Claims. (This was before passage of the Royalty Adjustment Act, 
56 Stat. 1013 (1942), 35 U.S.C. §89 (1952). The decision also said that: “Any 
adjustment to avoid such a suit would appear to be for the consideration of the con- 
tractor who has obligated itself to protect the Government against such claims,” but 
did not comment as to whether any such adjustment would constitute an act without 
authority or merely an unwise act. It would seem, in any event, that no good reason 
was given by the War Department for settling this case in which all of the in- 
fringement was indemnified. 


31135 F.2d 283 (1st Cir. 1943). 
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which apparatus allegedly involved patents owned by Hammond. 
Hammond sued the Government for infringement in the Court of 
Claims. Western Electric could not become a party in the Court of 
Claims suit, and believing it had a good defense which the Government 
might fail to assert, and further fearing that the Court of Claims suit 
would not be settled for several years, it sought a declaratory judg- 
ment in the district court. The district court dismissed the complaint. 
The Court of Appeals reversed, stating that Western Electric should 
have been permitted to make a showing as to the complications which 
it might encounter in trying to influence the Government's handling 
of the case in the Court of Claims. 

A decision of the Comptroller General in 1938*? discussed a prob- 
lem similar to that which would be present if a contractor had given 
a performance bond. In place of a performance bond, a contract for 
radio transmitters provided for withholding 10 per cent of the contract 
price to protect the Government against possible default by the con- 
tractor under the indemnity clause. The amount withheld was to be 
released to the contractor “when in the judgment of the Secretary of 
Commerce, the Government is satisfied that the United States is not 
obligated or liable on account of the use of any such invention as 
described above.” The contractor asked for payment of the amount 
withheld. The Secretary of Commerce asked whether this payment 
could be made, but said that he could not certify that the Govern- 
ment would never have any liability for infringement in connection 
with this contract. The Comptroller General ruled that payment was 
not authorized® since the provision regarding the Government being 
satisfied was a condition precedent to payment, this condition had 


82 17 Compr. Gen. 1123 (1938). 


83 Cf. supra notes 15 and 16. This decision also shows that infringement bonds 
or their equivalent, the portions of the contract price being withheld, may have to 
be of long duration and remain in effect until all chance of infringement liability on 
the part of the Government has disappeared. In view of the “tolling” statute, 35 
U.S.C. § 286, it is possible that as many as six more years could be added to the 
normal six-year period of the statute of limitations. If the indemnity clause were 
used in a contract for equipment having a military security classification, it is pos- 
sible that the claimant might successfully contend that the period started to run 
from the time he first learned, or could reasonably have learned, of the existence of 
the equipment, which might very well be the date of declassification of the equip- 
ment. Offsetting in part and probably only occasionally these several factors which 
tend to lengthen the period which the bond or its equivalent must cover is the 
principle of Gage v. United States, 101 F.Supp. 765, rehearing den., 103 F.Supp. 
1022 (Ct.Cl. 1952), cert. den., 344 U.S. 829 (1952). This case held that the period 
of the Statute of Limitations begins to run from the date of first use of the allegedly- 
infringing devices. 
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not been met and the presence of the patent indemnity clause did not 
change this situation. 

In Russell v. United States,* a suit based on alleged use of Russell’s 
patent in the manufacture of Krag-Jorgensen rifles by the Govern- 
ment, Russell contended that because the Government had required 
the Krag-Jorgensen Co. to furnish an infringement bond as a con- 
dition to taking a license from that company, this raised a contract in 
favor of Russell on which this suit could be based. Since this was 
before the Act of 1910, it was necessary for Russell to establish a 
contractual basis for his suit because the Court of Claims had no 
jurisdiction over patent infringement suits. The court said that: 


The prudence which takes a bond against a claim cannot be said 
to constitute or raise a contract in favor of the claim—cannot be 
said to have intended to create the liability which was meant to be 
forestalled. 


The suit was dismissed. 


INTERVENTION BY INDEMNIFIER. The case of Waite v. United 
States** discusses the important problem of intervention in the Court 
of Claims by the indemnifier. Waite was suing the Government in 
that court for infringement. The Wappler Electric Co. asked that 
it be permitted to intervene to protect its interests, in view of the 
fact that it had furnished some of the equipment alleged to infringe, 
under a contract containing an indemnity provision. The court 
denied the motion,*’ saying that the Tucker Act, 24 Strat. 505, au- 
thorized only suits against the United States, that the Act of July 1, 
1918, amending the Act of 1910 also provided only for suits against 
the United States, and Section 242 of the Judicial Code did not au- 
thorize an appeal by any defendant other than the United States, so 
that the court was without jurisdiction to let Wappler be a party 


34 On the matter of release of the indemnity bond or its equivalent, cf. Royal In- 
demnity Co. v. United States, 313 U.S. 289 (1941), rehearing den., 314 U.S. 708 
(1941), in which a collector of internal revenue had accepted a surety bond from 
a taxpayer accompanying the latter’s claim for abatement of income tax. The col- 
lector later surrendered the bond upon payment of the principal, but not the interest, 
on the rejected portion of the claim. The court held that the Government was still 
entitled to recover the interest on the claim from the surety, since the collector 
had no statutory authorization to compromise a tax deficiency and had thus acted 
without authority. 

35 182 U.S. 516 (1901). 

36 57 Ct.Cl. 547 (1922). 


37 Cf. Western Electric Co. v. Hammond, supra note 31, as to the complications 
which might ensue even if the indemnifier were allowed to intervene. 
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defendant and this jurisdictional defect could not be cured by Wap- 
pler’s expressed willingness to be bound by the court’s decision. The 
court said that Wappler had relied on the Harvey** case as a precedent 
but the court analyzed this case and concluded that on the basis of the 
facts in the Harvey case, that case should not be extended to suits 
under the jurisdictional facts discussed in the Waite opinion. 


ImpLiep Warranty. There is an opinion of the Attorney Gen- 
eral*® which deals with the question of an implied warranty or agree- 
ment to indemnify.*° The U.S. Shipping Board Emergency Fleet 
Corporation received from a patent owner an allegation that certain 
pumps which it had obtained under contract infringed the patent. 
The contract did not include a patent indemnity provision but did 
contain an agreement to “deliver the units to the owner free from 
any lien or encumbrance.” The government corporation asked the 
Attorney General whether the allegation of infringement justified 


(1905). This case involved a suit against the Government for royalties allegedly 
due under a license granted to the Government which included a patent indemnity 
clause as one of its provisions. For other licenses using the indemnity clause, see 
Bliss Co. v. United States, 74 Ct.Cl. 14, cert. den., 287 U.S. 634 (1932) ; Electric Boat 
Co. v. United States, 57 Ct.Cl. 497 (1922), aff'd, 263 U.S. 621 (1924). 

Cf. the Lane Lifeboat case, supra notes 26 and 29. In that case, the company 
which had furnished the performance bond had obtained from the president and 
vice-president of the Lane Co. as co-indemnitors an agreement to indemnify it. The 
president had been permitted to intervene in the District Court case upon his con- 
tention that both Lane and the company which had furnished the bond had retained 
the same attorney who was not friendly to him and that this attorney was serving 
the best interests of the vice-president who was his (the president’s) co-indemnitor 
and was also unfriendly to him. 

Cf. also Note, 54 Harv.L.Rev. 1051, n. 11 (1941), which says that, under the Tucker 
Act, the district courts have concurrent jurisdiction with the Court of Claims on in- 
fringement claims against the Government in amounts less than $10,000. If this were 
true, indemnifiers would presumably be permitted to intervene in such suits since the 
jurisdictional limits on the Court of Claims would not be applicable. However, the 
Tucker Act from its beginning until its present-day version, 28 U.S.C. § 1346(a) (2), 
has provided that its concurrent jurisdiction with the Court of Claims does not include 
cases sounding in tort. There are a number of cases which hold that a suit for patent 
infringement is a case sounding in tort. These were cases in the Court of Claims before 
the Act of 1910 was passed giving that Court jurisdiction of such suits against the 
Government. Among them are United States v. Berdan Fire-Arms Mfg. Co., 156 
U.S. 552 (1894) ; Russell v. United States, 182 U.S. 516 (1901); and Schillinger v. 
United States, 155 U.S. 163 (1894). See also these cases in which, however, the 
statement on this point appears to be dictum, Brooks v. United States, 39 Ct.Cl. 494, 
503 (1904) ; Cramp & Sons v. Int’l Curtis Marine Turbine Co., 246 U.S. 28 (1917) ; 
and Turton v. United States, 212 F.2d 354, 355 (6th Cir. 1954). 

39 33 Ops.Atr’y GEN. 257 (1922). See also 16 Comprr.Gen. 536, supra note 12. 

40 Report on “Undersecretary of War Patent Conference, 15-16 Dec. 1944, Aber- 
deen Proving Ground, Maryland,” (hereafter called USW Report), says at 38: 

In time of peace the contractor habitually gave his customers an express 
indemnification against possible infringement, in fact, even if he had not done 


so, the law would probably have read into the transaction a warranty against 
any interference from adverse claimants. 


38 United States v. Harvey Steel Co., 38 Ct.Cl. 662 (1903), aff'd, 196 U.S. 310 
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the withholding of any part of the contract price from the contractor. 
The Attorney General said that: 


The seller of an article, however, in the absence of contrary agree- 
ment or understanding between the parties, enters into an implied 
agreement with the purchaser that the latter shall have the free and 
uninterrupted use and enjoyment of the property; but a breach of 
this implied covenant can only be shown on proof of eviction, and 
the mere threat of suit by a third party for infringement does not 
form such eviction as would constitute a breach of the covenant for 
uninterrupted enjoyment. 


The opinion went on to say that, even if the agreement to deliver the 
pumps “free from any lien or encumbrance” did amount to a war- 
ranty regarding patent infringement, there had been no eviction. 
The question was therefore answered in the negative. Under the 
circumstances, this decision might well be considered dictum.** 


Errect oF ABSENCE OF CLause. Some interesting speculations 
might be indulged in with respect to other situations in which the 
government contract contains no indemnity provision. For example, 
would the Government be entitled to rely on an indemnity pro- 
vision in a subcontract, on the legal principle of third-party bene- 
ficiary? 

As another example, consider ASPR 9-103(b) which provides 
that a patent indemnity clause is not to be used in a contract “where 
both performance and delivery are to be outside the United States, its 
Territories or possessions.” Would U.S. Government officials in a 
foreign country, who were responsible for performing or causing to 
be performed acts which infringed a patent of that country, be per- 
sonally liable for such infringement in the courts of that country, 
much as they were for infringement of U.S. patents before the Act of 
1910 was passed? A variant of this last situation would be repairs to 
a vessel or aircraft owned by the U.S. Government which had landed 
at or in a foreign country. It is possible that this situation could be 
held to be, and might be recognized by U.S. contracting officers 
abroad as an exception to ASPR 9-103(b) either because the vessel 


#1 An interesting question would be whether an implied warranty in favor of the 
Government would be present in connection with a contract for supplies from which 
ASPR 9-102.1 “Authorization and Consent” had been inadvertently omitted, or a 
contract for both research and development and supplies, which either included or 
omitted ASPR 9-102.2 “Authorization and Consent.” 
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or aircraft might be considered to be U.S. territory or because the 
contract identified the vessel or aircraft which, it could be assumed, 
would eventually return to the United States, its Territories or pos- 
sessions and this was interpreted as an indication that “the supplies 
are ultimately to be shipped into the United States, its Territories or 
possession.” 


Reverse INDEMNITY CLause. There are a few cases which involve 
contracts containing reverse-indemnity provisions. One of these, 
Winchester Repeating Arms Co. v. United States,** dealt with a con- 
tract awarded some time prior to 1898 at a time when both parties 
understood that performance of the contract might involve infringe- 
ment so that a clause under which the Government agreed to hold the 
contractor harmless from any suit for patent infringement was in- 
cluded in the contract. An infringement suit was in fact filed against 
the contractor and lasted a little more than eight years. The contrac- 
tor gave notice of the suit to the Government and, with the approval 
of the Government, handled the entire defense with its own attorney. 
The Government then contended that it was not obligated under the 
reverse-indemnity clause to pay anything more than the damages 
and therefore did not have to pay the attorney’s fees. The court 
ruled in the contractor’s favor. 


The case of Floyd Smith Aerial Equip. Co. v. Irving Air Chute 
Co.* involved a suit for patent infringement relating to both com- 
mercial and government sales. The Government appeared as amicus 
curiae and moved that the bill be dismissed on the ground (1) that 
the defendant had built the infringing devices for the Government 
and (2) that the Government had saved the defendant harmless from 
“liability for the manufacture and use of the patented invention in 
question.” ** The court granted the motion as to those devices made 
for the Government but entered a decree in the plaintiff’s favor as to 
the devices sold commercially. 


4251 Ct.Cl. 118 (1916). Cf. Fenning, Patent Infringement by the Government, 37 
Yate L. J. 773, 778 (1928), which says as to this case: 
Presumably the same holding would be made in favor of the government, and 
“the holding harmless” contractor would be called upon to pay not merely what 
the petitioner recovers but the entire expense of the suit. 
43 276 Fed. 835 (W.D.N.Y. 1921). 


44 The first reason advanced by the Government would have appeared to be enough. 
The second reason does not appear to be pertinent. Cf. 54 Harv. L. Rev. 1051, 1060, 
n. 83 (1941), which says about this case: “semble (indemnity clause evidence that 
use of patented device was at the direction of the Government).” 
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The last of the three cases is Newport News Shipbldg. & D.D. Co. 
v. Isherwood. In this case, the contractor contended in a suit 
brought against it to collect royalties under a license agreement with 
the plaintiff, that it was not required to pay royalties on certain ships 
constructed by it for the Government because of the Act of 1910 as 
amended in 1918. The government contract included a reverse-in- 
demnity provision.** The court held that these statutes had no ap- 
plication where, as in this case, the contractor was licensed. 


C. Commercial Practices 


A brochure issued by the National Association of Manufacturers 
(referred to below as the NAM) gives a valuable summary of the 
commercial situation regarding patent indemnity provisions.“ This 
brochure points out that generally buyers require from their sellers a 
broader patent indemnity than is reasonable under the circumstances 
and in doing so take advantage of their more favorable position as 
customers;** many sellers are at fault in using forms which disclaim 
most, if not all, liability; and only rarely does a company offer as 
much patent protection to its customers as it demands when it is in 
the position of a customer. 


It then goes on to discuss the principal inequities in commercial 
patent clauses and lists four such features: (1) the requirement that 
the seller protect the buyer against infringement by the use of the 
goods sold, which is hazardous for the seller; (2) the fact that an in- 
demnification against all losses subjects the seller to the serious risk 


455 F.2d 924 (4th Cir.), cert. dismissed, 269 U.S. 592 (1925). 


46 The case is silent as to the effect of this provision. However, 54 Harv. L. Rev. 
1051, 1060 n. 84 (1941), cites this case in support of the statement that such a provision 
“would not relieve the contractor of liability where he had a prior license agreement 
with the patentee.” This seems an unwarranted conclusion. 

47 This brochure has the title “Patent Protection Clauses in Printed Purchase 
Orders and Acknowledgment Forms” and was prepared by a Subcommittee which 
the Association’s Committee on Patents appointed in 1952 to study the problem. 

See also Sadtler, Consideration of Patent Clauses in Sales Contracts, 15 J.Part. 
Orr.Soc’y 258 (1933); and Miller, The Liability to His Vendee of the Vendor of 
an Infringing Article, 15 J].Pat.OrFrF.Soc’y 630, 638 (1933), which discusses the clause 
used by Westinghouse Electric & Mfg. Co. to state the indemnity given to its 
customers. This clause is quoted on page 267 of Sadtler supra. 

48 See Richard Pick & Heller Co. v. International Supply Co., 202 Wis. 584, 232 
N.W. 531 (1930) (Bond indemnified buyer from all damage and expense incurred 
by reason of any claims or suits brought against the buyer within two years, 
whether baseless or not for infringement, unfair competition or invasion of anyone’s 
rights; patent litigation pending against seller at time contract entered into). Cf. 
Gessler v. Erwin Co., 182 Wis. 353, 193 N.W. 363 (1923) (licensor agreed in exclusive 
license to defend at its own expense any suits brought against licensee for infringe- 
ment of either U.S. or foreign patents). 
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of having to pay the buyer’s consequential damages resulting from 
the issuance of an injunction; (3) the indemnity is usually called for 
by the buyer without regard to whether the goods are of the seller’s 
or the buyer’s design, whereas the liability should ordinarily be ac- 
cepted by the one who fixes the design; and (4) the failure to provide 
for prompt notice to the party liable for the infringement of the 
bringing of an infringement suit and for giving that party the op- 
portunity to control the defense of the suit. Recommendations are 
made as to the general principles which should be followed in draft- 
ing clauses to be used in standard printed forms of the types which 
are routinely employed. These recommendations are, in substance, 
designed to overcome the inequities just discussed.*® 

It is of interest to note that the ASPR patent indemnity clauses” 
are for the most part free from these four objections. (1) The second 
exception in each of the two ASPR clauses in part avoids the first 
difficulty; (2) there is no danger of consequential damages in the case 
of government contracts; (3) the instructions for the use of the clauses 
go as far as is possible, consistent with the requirements for formal 
advertising, to recognize that indemnification should not be required 
unless the goods are of the buyer’s design and, in fact, do not re- 
quire the indemnification then if there is or has been no commercial 
sale of the goods; and (4) the clause provides for notice to the seller 
of the allegation of infringement, for giving the seller as much op- 
portunity to participate in the defense as the Government is able to 
give, and for the non-applicability of the indemnity if the infringe- 


49 As an indication that an indemnity clause free from these objections may 
nevertheless give rise to litigation based on the clause, between the parties to the 
contract in which the clause appears, see Macneale v. Lalance & Grosjean Mfg. 
Co., 276 Fed. 491 (6th Cir. 1921) (however, clause provided that, in case of final 
award of damages, seller would pay award); Rankin v. Sharples, 206 Ill. 301, 69 
N.E. 9 (1903) (buyer allowed to retain, as indemnity, for period of any patent 
litigation against buyer or its customers, plus one year, 15 per cent of list price of goods 
bought) ; National Machine Tool Co. v. Standard Shoe Machine Co., 181 Mass. 
275, 63 N.E. 900 (1902) (letter from seller to effect that buyer must protect seller 
against infringement suits held to be part of contract). 

Cf. as to an agreement by a licensor to defend his licensee, Victory Bottle Cap- 
ping Machine Co., Inc. v. O. & J. Machine Co., 280 Fed. 753 (1st Cir. 1922) ; 
Rosenthal Paper Co. v. National Folding Box & Paper Co., 226 N.Y. 313, 123 N.E. 
766 (1919); Foster v. Goldschmidt, 21 Fed. 70 (C.C.S.D.N.Y. 1884); Baylis v. 
Bullock Electric Mfg. Co., 66 N.Y.Supp. 253 (1900), rev’d on other grounds, 69 
N.Y.Supp. 693 (1901); Fenn v. Pickwick Corp., 117 Cal. 236, 4 P.2d 215 (1931); 
Kline v. M. Garland Co., 135 Mich. 313, 97 N.W. 768 (1904); Jefferson Electric 
Co. v. Sola Electric Co., 125 F.2d 322 (7th Cir. 1941), rev'd on other grounds, 
317 U.S. 173 (1942). Cf. also Leicester & Continental Mills Co. v. Macon 
Knitting Co., 116 Fed. 196 (3d Cir. 1902) (agreement by licensor and licensee to 
share in cost of defending infringement suit against either party). 

50 See supra note 7. 
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ment is settled without the contractor’s consent “unless required by 
final decree of a court of competent jurisdiction.” 

The NAM brochure then warns of the dangers inherent in treating 
indemnity clauses casually** merely because the buyers and sellers 
often reach mutually acceptable agreements as to their respective 
liabilities which differ from the express terms of the indemnity 
clauses in their contracts** and because there have been relatively few 
suits based on breach of these clauses. The brochure comments that 
the sweeping disclaimers of liability which sometimes appear on sel- 
lers’ acknowledgment forms “‘may be of dubious legal effect unless 
accepted in writing by the buyer” * and describes the difficulties and 
unpleasantness associated with sellers’ attempts to persuade customers 
to modify objectionable clauses in their purchase orders. 

The brochure quotes illustrative clauses used in purchase order and 
acknowledgment forms, some of them being accompanied by un- 


51 For a very instructive discussion of the dangers inherent in indemnity 
clauses in general (although there is no specific discussion of patent indemnity 
clauses) see Potamkin and Plotka, Indemnification against Tort Liability—The “Hold 
Harmless” Clause—Its Interpretation and Effect Upon Insurance, 92 U.Pa.L.REv. 
347 (1944). The authors of that article say that this clause is “entitled to first honors 
in the variety of interpretations enjoyed,” that it “may prove a veritable Frankenstein 
monster to its creators” and recommend its use only as a last resort. 


52 It is understood to be common practice for manufacturers to defend infringe- 
ment suits against their dealers or the latter’s commercial customers, even in the 
absence of any legal obligation to do so. Cf. Miller, The Liability to His Vendee 
of the Vendor of an Infringing Article, 15 J.Pat.Orr.Socy 630 (1933); Knoth, 
Supersedeas Bond Used by Infringer to Protect Customers from Suit, 24 J.Pat.Orr. 
Soc’y 196 (1942); Note, 24 J.Pat.Orr.Soc’y 309 (1942). For some cases which 
refer to intervention or attempt at intervention, by a manufacturer in suits against its 
dealers or dealers’ customers, in absence of legal obligation to do so, although these 
are not necessarily the very cases in which the intervention or attempt at interven- 
tion took place, see Continuous Extracting Press Corp. v. Eastern Cotton Oil Co., 
264 Fed. 340 (E.D.N.C. 1920); American Seeding Machine Co. v. Dowagiac Mfg. 
Co., 241 Fed. 875 (6th Cir. 1917) (however, manufacturer said “there was an im- 
plied warranty on its predecessor’s part that the machines could be sold and used free 
from interference”) ; Wenborne-Karpen Dryer Co. v. Dort Motor Co., 14 F.2d 378 
(6th Cir. 1926); and Mid-Continent Investment Co. v. Mercoid Corp., 43 F.Supp. 
692 (N.D.IIl. 1942). 

Cf. these cases in which there is no indication whether the manufacturer had any 
legal obligation to defend: N. O. Nelson Mfg. Co. v. F. E. Myers & Bro. Co., 25 
F.2d 659 (6th Cir. 1928); Warford Corp. v. Bryan Screw Mach. Products, 44 F.2d 
713 (6th Cir. 1930); I.T.S. Rubber Co. v. Essex Rubber Co., 25 F.2d 180 (D.Mass. 
1922) ; Directoplate Corp. v. Huebner-Bleistein Patents Co., 44 F.2d 783 (7th Cir. 
1930) cert. den., 282 U.S. 899 (1932) ; Elliott Co. v. Roto Co., 242 Fed. 941 (2d Cir. 
1917) ; Foote v. Parsons Non-Skid Co., 196 Fed. 951 (6th Cir. 1912); Lathrop v. 
Rice & Adams Corp., 21 F.2d 124 (W.D.N.Y. 1927), aff'd, 24 F.2d 1021 (2d Cir. 
1928), aff’d, 278 U.S. 509 (1929) ; and Automotive Equipment Inc. v. Trico Products 
Corp., 11 F.Supp. 292 (W.D.N.Y. 1935). 

53 The author knows of a situation in which a company used such a form in bidding 
on a government contract. The contract itself when awarded to that company con- 
tained a standard patent indemnity clause. Question: Would the contractor’s dis- 
claimer of liability or the standard clause govern? 
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favorable comments. One of the clauses which is given favorable 
comment is, in substance, the same as one referred to above.™ 

This NAM document briefly comments on several decisions in 
state courts holding that there may be an implied warranty against 
patent infringement even in the absence of an express provision to 
this effect and says that this “may be a surprise to many patent law- 
yers.” °° The brochure also speaks of those sections of the Uniform 
Commercial Code, adopted in Pennsylvania in 1952, which purport 
to incorporate the rule of these state decisions on implied warranty, 
but in a form which many consider unduly broad and indefinite so 
that revision of these provisions is being sought.** However, the fact 
that the Pennsylvania statutes already include such provisions and that 
other states may adopt the same provisions was considered to make it 
highly advisable for companies to ensure that their purchase order 
and acknowledgment forms contain express patent protection clauses 
but clauses which are equitable. 


Ill. SHoutp Tuere Be Aan INDEMNITY CLAUSE? 


As indicated in the introduction, there has been considerable di- 
versity of opinion as to the merits of patent indemnity clauses in gov- 
ernment contracts, not only within Government but within industry. 
This diversity has extended to the matter of the types of clauses to be 
used. An analysis of the arguments for and against indemnification 
and the two main types of clause, the predetermined and non- 
predetermined types, respectively, will make the nature of the prob- 
lem clearer and will show the basis for the author’s conclusions and 
recommendations. 


A. Is the Indemnity Clause Legally Required? 


As a preliminary to the main discussion, it should be noted that 
some of the advocates of the patent indemnity clause point to the 
decisions of the Comptroller General in particular as amounting to a 
requirement that government contracts include patent indemnity 
provisions. From what has been said above in the study of the seven 


54 This is the Westinghouse clause quoted in Sadtler, supra note 47. 

55 For a thorough discussion of this topic, see Robertson, Implied Warranties of 
Non-Infringement, 44 Micu.L.Rev. 933 (1946). See also Davis, Implied Warranty 
Against Infringement, 70 ALBANY L.J. 244 (1908). Cf. supra note 52, American Seed- 
ing Machine Co. v. Dowagiac Mfg. Co., 241 Fed. 875 (6th Cir. 1917). 

56 See Bulletin of the American Patent Law Association 289 (September 1955). 
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opinions which bear on this point,°’ some by government officials 
other than the Comptroller General, it is evident that there is no such 
general requirement. Each of these opinions related to a specific 
situation in which the facts indicated that it would be wise to protect 
the Government against what appeared to be a definite possibility of 
patent infringement. Neither of the only two court decisions 
which have any bearing on this matter is of any assistance in deciding 
whether the indemnity clause is either prohibited or required. 
Whether indemnity clauses—patent or non-patent— are even advisable 
in general, is open to serious question. 

There is even a question as to whether the use of either the prede- 
termined or non-predetermined clause is consistent with the require- 
ments of the formal advertising procedure. The exceptions from the 
indemnity which are designated as (i) and (ii) in the clauses might 
apply with different force to different bidders, because a commercial 
item as made by these different suppliers could vary substantially in 
design, although all of the designs might meet the Government’s re- 
quirements. 


B. Advantages and Disadvantages of the Clause. 


Monetary BENEFITS TO THE GOVERNMENT. The proponents of the 
clause maintain that the clause is necessary in order to protect the 
Government against what they consider to be the substantial damages 
for patent infringement which, in the absence of the clause, the Gov- 
ernment would have to pay without the right to be reimbursed by the 
contractors for such damages. There is an extreme lack of informa- 
tion as to the monetary benefits which the Government has derived 
from the clause. The best available estimate which is admittedly 
based on very incomplete studies is that the saving has been about 
$40,000. The Lane Lifeboat case® is the only published decision 
which refers to a recovery by the Government based on an indemnity 
clause. However, there have undoubtedly been cases in which in- 
demnifying contractors have voluntarily contributed to the settle- 
ment of infringement claims or of suits in the Court of Claims without 
any cumulative record having been kept from which the overall bene- 





57 Supra note 12. 

58 Supra notes 19 and 20. 

59 Potamkin and Plotka, note 51 supra, especially pages 347, 348, 349, 369 and 370. 
60 Supra note 26. 
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fits to the Government could be calculated. It is unlikely that any of 
these settlements were very large or they would have been better 
known among government officials concerned with this subject. 


Contincency Reserves. On the other hand, there is a good deal 
of evidence indicating that contractors include, in the cost of their 
contracts, contingency reserves to protect themselves against the risks 
presented to them by the indemnity clause.* It is natural for com- 
panies to want to give themselves this protection and undoubtedly 
they frequently succeed in doing so, although the cost may not be 
specifically labeled as relating to a contingency based on this liability. 
It is true that, as has already been mentioned, ASPR 15-205 describes 
contingency reserves as not allowable in cost-plus-fixed fee contracts. 
However, there is no corresponding provision covering other types of 
contracts and the charge might not, in any event, be detected even in 
a contract which contained a provision for review of costs. 

A number of segments of industry® have made it clear that they 
consider that contractors are entitled to have such charges allowed as 
part of the contract price. The usual Government attitude is to dis- 
allow these charges if they are detected. It would seem equitable to 
allow the charges when they appear as part of the cost analysis sub- 
mitted by the contractor in connection with the award of a contract 
containing the indemnity clause. Of course, this means that the Gov- 
ernment is paying for insurance which it will probably never need. 
The amount of the charge would, however, have to be carefully 
scrutinized, particularly if the item called for by the contract were 
standard commercial with the contractor or if the same cost analysis 
included a royalty charge. On the other hand, if that cost analysis 
did not include a charge for contingency reserve and the contractor 
later tried to introduce such a charge, it should probably be disal- 


61 The USW Report, supra note 40 at 82 and 87; and the PENTAGON REPoRT, note 6 
supra at 45, although they report informal remarks, indicate clearly the views of 
government officials working in this field as to the practices of industry concerning 
such reserves. 

62 The following extract from the Aircraft Industries Association report is of 
interest : 


. . . if the contractor’s profit is limited, and the contract includes a price re- 
determination clause in addition to being subject to renegotiation, the Govern- 
ment should recognize that the contractor is not being permitted to retain funds 
for its own protection, and that the imposition of a patent indemnity clause 
for the protection of the Government may well not be justified. 

In cost-plus-fixed-fee contracts costs of patent infringement are properly 
charged against the Government since the contractor’s fee does not include an 
item for patent contingencies. 
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lowed on the theory that the Government has already paid for the in- 
demnity clause and should not pay a second time. Another possible 
objection to the allowance of the charge under these circumstances is 
that it might be equivalent to releasing the indemnifier from his ob- 
ligation without proper compensation to the Government.® 

Such charges could be included in a contract based on formal ad- 
vertising which would not, of course, have any provision for cost 
analysis. Even if the contract were awarded to the low bidder, it is 
possible that the contract price would have been lower still if the 
indemnity clause had been omitted. 

The Radio-Television Manufacturers’ Association has very clearly 
explained™ that responsible companies, of necessity, must follow the 
practice of including this type of reserve in their contract prices. The 
Aircraft Industries Association’s remarks® regarding the impact of 
the renegotiation procedure on contingency reserves suggests that the 
members of that industry try to follow the same practice. 


63 See supra note 34. 


64 In its letter to the Munitions Board, dated Feb. 28, 1953. The following quotation 
from the Association’s letter is most interesting in that it effectively presents the 
arguments which the Government might well use against the clause: 

The present and proposed 9-105 (Patent Indemnification) provisions are the 
source of a different difficulty. In Competitive Bid contracts, the better informed 
and more reliable bidders include a reserve against indemnification with the 
realization that they may ultimately be required to pay if patent losses occur. 
Less responsible bidders who, of all people, should have such a reserve, often 
omit this sum, either because they are unaware of the necessity of including 
it or beause they expect to be out of the business by the time the indemnification 
might be called for. This means inevitably that the Government, to a large 
extent, often obtains its supplies from a less responsible supplier or from one 
who has no intention of remaining in that business after the Rearmament 
Program is complete. 

In the case of Negotiated Contracts, if the Government obtains its supplies 
from a Contractor who makes no provision for fulfilling the indemnity, the 
Government believes that it is being protected when it is not. If, on the other 
hand, each Contractor puts aside an appropriate indemnity fund against each 
contract, an unwarrantably large indemnity fund must exist, disbursed into the 
hands of the individual Contractors. It is a basic principle of the insurance 
business that when the number of risks is small, the amount of security allowed 
against each risk must be large in proportion to the potential of that risk. The 
same rule applies when each contractor individually indemnifies only his own 
contracts. With each contractor being required to indemnify his own contracts, 
the amount of money which the Government will spend on procurement is vastly 
more than it would be if the Government were to undertake all of the patent 
liability itself. 


If the Government were in the position of an ordinary commercial customer, 
and could not investigate the supplier’s costs, redetermine the prices, renegotiate 
the profits, define the items to be taxed as profits, and recapture the “excess,” 
there might be justification for requiring each supplier to give the Government 
at least as much protection against patent liability as the commercial customer 
is given. But, on the contrary, all of the procedures specified above are utilized 
to deplete any fund set up by the Contractor as patent indemnity reserve. 


85 In the inclosure to its letter to the Munitions Board, dated Mar. 2, 1953. 
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At least eight contractors, including several of the largest in the 
electronic field, have indicated that at least on occasion they include 
such contingency reserves in the contract price and that these reserves 
vary from 1 per cent to 5 per cent of the price. During World War II, 
one company refunded approximately $410,000 representing a con- 
tingency reserve accumulated under a number of contracts in return 
for the Government’s agreement to cancel the indemnity provisions of 
the contracts. The USW Report, supra note 40, describes on pages 87 
and 88, a similar situation involving $8,100,000, although at the time 
the discussion reported on took place, the matter had not yet been 
finally concluded. 

During World War II, the Army and Navy were successful in 
persuading approximately 165 manufacturers, both large and small, to 
give the Government licenses at the nominal rate of one dollar each, 
covering use of their patents in connection with communications and 
electronics equipment. In return, the Government agreed to waive 
use of the indemnity clause in contracts with these manufacturers. 
These licenses, which covered the period of hostilities plus six months, 
are estimated to have saved the Government $30,000,000 per year dur- 
ing the war years and probably substantially reduced the number of 
infringement claims filed against the Government in the postwar 
period based on wartime procurement. 

A similar plan was entered into in 1945 by the Navy and Air 
Force, as to aircraft and their components, which retroactively waived 
the indemnity clause in contracts with the licensors, in return for a 
release from any claims against the Government from September, 
1939, until the end of hostilities. 

The interest in obtaining a waiver of the indemnity clause, which 
was displayed by industry under both of these programs, shows that 
the clause represented a substantial liability to these licensees. Any 
prudent company would try to protect itself by means of a con- 
tingency reserve. 


INFLATED ContINGENCY Reserve. Even in the case of relatively 
simple equipment, and especially so with complicated equipment, 
there would not be enough time, between the date of receipt of an 
invitation to bid and the time when the bids had to be submitted, for 
a bidder who had never had occasion to investigate the patents per- 


66 See Chappell and Kenyon, note 1 supra. 
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tinent to the equipment, to make such an investigation. Such an in- 
vestigation to be thorough would require a determination of the 
pertinent patents, the validity of these patents and, if they were both 
valid and infringed by the equipment, would require an estimate of 
the amount of patent liability involved. Since there would be far from 
enough time to do this thoroughly, the bidder would have to guess at 
the amount of liability and, if he wanted to protect himself properly, 
would probably estimate on the high side. Even if the bidder had 
sufficient time to make the investigation he would run a serious risk 
of losing the contract if he tried to include the very substantial cost 
of the investigation in his price on an advertised contract. This might 
also be true of a negotiated contract, but even if he did not lose the 
contract, it is unlikely that the cost of the investigation would be 
allowed. It would be illogical for the Government to pay such a high 
cost merely in return for having the patent indemnity clause in the 
contract. 


Other considerations which would cause the reserve to be inflated 
would be the contractor’s knowledge that, in the event of a related 
infringement suit against the Government in the Court of Claims, he 
would not be able to control the conduct of the case. Also, the con- 
tractor would estimate the possible damages on the basis of infringe- 
ment suits against himself rather than against the Government. The 
latter is ordinarily on a larger scale with a correspondingly lower 
percentage rate of recovery. Again, the bidder might well be un- 
aware of certain other features which might either eliminate or re- 
duce the necessity for such a reserve. These include: already-existing 
licenses purchased by the Government;® licenses to which the Gov- 
ernment is entitled, or has obtained, under development contracts; an 
administrative determination by the Government that the related 
patent is either invalid or not infringed; information in the Govern- 
ment’s files indicating that the invention actually originated with, or 
was independently made at an earlier date by, a government employee 
or contractor; and immunity of the Government from suit because 
of the validation of the patent under the provisions of the Boykin 
Act.® 


87 Licenses actually obtained by the Government in this and the following category 
are recorded in the Patent Office but the terms of purchased licenses are not necessarily 
available to the general public, so that it may be difficult for the contractor to de- 
termine whether the license applies to his situation. 


$8 60 Srat. 940 (1946). 
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It has been suggested that these difficulties would be alleviated in 
part if the Government would adopt the practice of excluding from 
the provisions of the indemnity clause patents which the Government 
considered invalid. There are some serious practical difficulties with 
respect to this suggestion which can only be summarized here. If 
they were so excluded, this would tag them as invalid. It is question- 
able whether they should be so tagged publicly on the basis of an 
administrative determination. There would be difficulties about hav- 
ing the list of excluded patents constantly reflect the opinions of all 
the government agencies which had made such administrative deter- 
minations. Another problem would be whether the exclusion of the 
patents might be considered as an admission that they were infringed 
by government equipment. 

Some contractors might include such a charge in a contract, even 
though some slight knowledge of the patent situation would disclose 
that there is no danger whatsoever of infringement. 

In any case in which it turned out that the contractor did not have 
to make good under the indemnity clause, he would get a windfall.” 

A surprisingly large number of attorneys, including those who 
specialize in patent law, are not aware of the Act of 1910, as amended 
in 1918. Accordingly, even if the patent indemnity clause were con- 
tinued, it would be well to have a provision in all contracts not con- 
taining that clause to the effect that no contingency charge for patent 
liability had been included in the contract price. This provision 
would be of even greater importance if the clause were completely 
discontinued. 


Fewer Bipvers. Undoubtedly in many cases companies have not 
bid on government contracts which were to include indemnity 
clauses, because they did not want to accept the risk involved, par- 
ticularly where, as in the case of an advertised contract, they might 
never have made the item before, although the item was standard 
commercial with someone else in the industry. To the extent that 
companies have thus been frightened away from bidding, competition 
for government contracts has been lessened and the cost of procure- 
ment accordingly tends to be increased. This effect would be most 
pronounced among the smaller companies. 


69 Cf. USW Report, supra note 40, at 87, 88; and Chappell and Kenyon, supra 
note 1, which indicate that, at least during World War II, the renegotiation process 
eliminated or greatly reduced the contractor’s contingency reserves for patent liability. 

70 See note 13 supra. 
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It is also the smaller companies which would be most reluctant to 
raise any objections to the indemnity clause if they did bid on the 
contract, because they might feel that their bids would not be con- 
sidered. Any bid from any company, no matter what its size, which 
took exception to the indemnity clause in connection with an ad- 
vertised contract would run a serious risk of being considered non- 
responsive. 


ILLusory Nature OF Protection. There will be cases in which the 
supposed protection of the clause will prove completely illusory. 
One such situation would be where a contractor took the entire risk of 
liability under the clause without adding any contingent reserve into 
the contract price. The contractor might have adequate capital or 
financing to enable him to handle successive contracts of substantial 
size, yet when he was suddenly hit with a large demand from the 
Government for indemnification, he might have inadequate resources 
to meet the demand. Another such situation would be where the 
contractor either does or does not accumulate a contingency reserve, 
but goes bankrupt before the Government has occasion to request re- 
imbursement under the indemnity clause. 


INDUCEMENT TO OpsTAIN LiceNsE. One of the reasons advanced for 
using this clause in contracts is that it will force unlicensed suppliers 
to buy a license under the related patents.” If this were the inherent 
result of a policy of using the indemnity clause which had been 
adopted for other and cogent reasons, this would not be objectionable. 
However, it is questionable whether the Government should depart 
from its usual policy of maintaining neutrality as between private 
parties having possibly opposed interests, unless there is an important 
government interest which justifies the departure. Not only would 
this have an impact on these suppliers with respect to government 
procurement but might also adversely affect their position as far as 
commercial sales are concerned. If it be argued that the contractor 
had decided to run a risk in connection with his ordinary commercial 
sales and should be willing to run the same risk as far as government 
sales are concerned, the answer is that the risk is greater in the latter 


71 The PENTAGON REPorT, note 6 supra, summarized industry’s views as follows: 
“Industry was so sharply divided on this issue that it was difficult to establish an 
industry position. Manufacturers having a patent position generally prefer that there 
be a patent indemnity clause. . . .” However, the Radio-Television Manufacturers 
——— many of whose members have strong patent positions, objected to the use 
of the clause. 
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situation since the contractor has entered into an express cbligation to 
indemnify, something which he would probably not do commercially, 
and, in addition, the circumstances under which he may be required 
to meet demands based on this obligation are to a great extent out of 
his control. Furthermore, the interests of the Government should also 
be given consideration. Because of the various defenses which were 
listed above as likely to be unknown to the contractor, there might 
be circumstances in which it would not be in the best interest of the 
Government to compel the contractor to take a license covering the 
item being procured. 


Cost or License. Another reason given for using indemnity clauses 
is that if not used, the licensed supplier is at a disadvantage when 
compared with the unlicensed supplier, in that the former must in- 
clude a royalty charge in his bid. This may not be so if the unlicensed 
supplier includes a contingency charge in his bid. If he does not, 
the position of the licensed supplier merits sympathetic consideration. 
The contracting agency has at least an equitable obligation and, in 
most cases, is required by regulations to consider the need for a license 
covering the related patents. If such a license is purchased, it could 
provide for superseding the commercial licenses as far as government 
sales are concerned, thus putting all of the suppliers on an equal basis. 
Even if the contracting agency did not take the initiative toward ob- 
taining a license, the patent owner could do so. In either event, the 
patent owner could put all of the licensees on an equal basis, even 
prior to the conclusion of a license to the Government, by excluding 
government sales from these licenses. 


LicensEE-LICENSOR RELATIONSHIP. The USW Report,” page 84, 
gives as an example of the need for using the patent indemnity clause 
the situation where there is an unusually close relationship, amounting 
to a lack of arm’s length dealing between the contractor and the one 
holding the patents. Presumably, the fear is that the patent holder 
might bring an infringement claim against the Government based on 
equipment sold by the contractor. Actually, this relationship is more 
likely to involve a “license” under which the contractor pays “royal- 
ties” to the patent holder. However, if an infringement claim were 
presented, the Government could probably defend on the ground of 
an implied license. Even if it could not, this special situation might 


72 Supra note 40. 
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justify the use of a patent indemnity clause, but would not support 
the widespread use of the clause which is presently provided for in 
the ASPR. 


ASSISTANCE IN LiticaTion. Still another reason sometimes sug- 
gested for the policy of using an indemnity clause is that it is im- 
portant in ensuring that the Government will have the assistance of 
the contractor in the preparation and defense of suits in the Court of 
Claims. This argument has some merit but not enough to warrant 
all of the expense and complications for which the clause is respon- 
sible. Even in the absence of the clause, the contractor might furnish 
substantially the same assistance, either because he has the practice of 
coming to the aid of all of his customers, whether the Government or 
private parties, or because it is important to the protection of his 
commercial customers and to retaining their business that he aid the 
Government in its defense against the patent.” If the contractor re- 
fuses to cooperate with the Government in such a case, there is noth- 
ing to prevent the Government, if the circumstances warrant it, from 
making a special exception, in connection with future contracts, from 
the proposed general rule of not using the clause. 


SETTLEMENT. Another phase of government operations in which 
the indemnity clause creates difficulties is with respect to the settle- 
ment of infringement claims and purchase of licenses. The impact 
of these difficulties is primarily on the very patent owner who thought 
that the patent indemnity clause was to his advantage. It frequently 
happens that the clause does not serve to persuade the unlicensed sup- 
pliers to take licenses from the patent owner. If the Government de- 
cides to settle an administrative claim for past infringement on an 
advantageous basis, it cannot do so without getting an appropriate 
contribution from the indemnifier.** This requires the voluntary 
participation of the indemnifier, because of exception (ili) in the in- 
demnity clause which provides that the indemnity does not apply if 
“the claimed infringement is settled without the consent of the Con- 
tractor, unless required by final decree of a court of competent juris- 
diction.” The indemnifier may thus force the patent owner to sue 
in the Court of Claims. If the infringing procurement is not all in- 
demnified, the Government may have to pay substantially more out of 





73 Cf. PENTAGON Report, note 6 supra, at 123. 
74 See APP 9-105.58b (Revised 4 May 1955). Cf. Royal Indemnity Co. v. United 
States, supra note 34. 
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its funds as a result of a court judgment against it than it could have 
settled for administratively. 

It is also possible that, while the negotiations for settlement of the 
claim and purchase of a license are going on, additional deliveries are 
being made under contracts containing indemnity clauses and which 
were not known to exist while the negotiations were in progress. The 
agreement with the patent owner might therefore unwittingly re- 
lease these indemnifiers. This same difficulty can be present in con- 
nection with future contracts containing such clauses and which re- 
quire the delivery of items which are royalty-bearing under the 
license. 


IV. SHouLp THE PREDETERMINED OR NoN-PREDETERMINED TYPE 
or CLausE Be Usep? 


This question is of course dependent upon the assumption that the 
indemnity clause would continue in use. 

The predetermined type of clause has the disadvantage of requiring 
a determination, before it is used, as to whether the item is standard 
commercial. In the case of an advertised contract where it must be 
used if the item is standard commercial with any supplier, this may be 
a difficult determination and one which it would be desirable to avoid 
if a contract had to be placed on an urgent basis. 

On the other hand, the non-predetermined type of clause may be 
used routinely in advertised contracts, since no determination as to 
whether the item is standard commercial need be made prior to award 
of the contract. However, this type of clause aggravates substantially 
all of the problems which were commented upon in connection with 
the question of whether the clause should be used at all, since those 
comments were based primarily on the assumption that the prede- 
termined type of clause was being used. The use of the non-pre- 
determined variety of clause would increase greatly the amounts of 
contingency reserve, both because there would be many more con- 
tracts in which risk would exist, and because the risks to the 
contractors would be greater in each individual contract. Contractors 
would probably be less likely to bid on contracts with non-prede- 
termined, rather than predetermined clauses. 

The difficulties which are involved in trying to determine whether 
an item is standard commercial before awarding a contract are minor 
compared with trying to do the same thing, not only as to the main 
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item but as to its component parts (since this type of clause also in- 
troduces the complication of the component parts), many years later 
when an infringement claim is being investigated. By the later date, 
the records and witnesses may not be available and due to changes in 
models, the then-existing equipment is no guide to what the situation 
was “on or before the date set for the opening of bids.” (ASPR 
9-103.2.) It might even be difficult to establish the date of the open- 
ing of the bids. A much greater number of contracts would have to 
be checked to determine whether the indemnity clause was applicable 
to the particular claim of infringement under investigation. Further- 
more, since the question of the applicability of the indemnity to the 
situation would be under study at a time when the contractor was 
faced with a substantial prospect of having to reimburse the Govern- 
ment under an indemnity clause, he would have a considerable in- 


centive to challenge the applicability. It might therefore be necessary 
to sue the contractor to obtain reimbursement.” 


Another problem created by the non-predetermined type of clause 
is that its complications have an adverse effect on the negotiation of 
settlements of infringement claims and purchase of licenses by agen- 
cies which do not use that type of clause, where the agencies that do 
use it have also procured equipment covered by the patents involved 
in the negotiations. This is because a settlement or license intended 
to cover procurement by both types of agencies would require the 
prior elimination of the question of indemnification as to contracts of 


both such types. 


V. COoNCLUSIONS 


In summary, the patent indemnity clause is not required by law. 
According to the best available evidence, its use substantially in- 
creases the cost of government procurement, yet produces only a 
very minor benefit in indemnification with respect to administrative 
infringement claims and suits in the Court of Claims. It complicates 
the Government’s placing of contracts, settlement of infringement 
claims and purchase of licenses. The non-predetermined type of 
clause greatly aggravates the difficulties of the predetermined type, 
except that it eliminates the need for determining in advance of plac- 
ing a contract whether an item is standard commercial. 


75 See, e.g., the Lane Lifeboat case, supra note 26. 
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These observations move the author to suggest the following rec- 
ommendations: 


A. The mandatory use of the predetermined type of patent in- 
demnity clause should be ended, and the clause used only where 
special circumstances of an individual case may justify its use. The 
Government should be a self-insurer with respect to infringement 
liability.”* 

B. The non-predetermined type of clause should be prohibited. 


C. If the first recommendation is not adopted, the clause should 
at least not be used any more widely than the reporting of royalties 
clause. In addition, a survey should be begun promptly to determine 
the practices of industry (treating each industry, such as electronics, 
aviation, food, separately) as to the inclusion of contingency reserves 
in the contract price and also to determine by inspection of old rec- 
ords, if necessary, the amounts which the Government has saved, both 
in the settlement of infringement claims and in connection with suits 
in the Court of Claims, through using the indemnity clause. 


D. Simultaneously with this survey, the policy should be instituted 
by the Government of asking for bids in connection with certain 
contracts for standard commercial items on an alternative basis, 7.e., 
with and without the indemnity clause in the contract. These con- 
tracts should be those in excess of some stated amount, e.g., $100,000 
and also on a sample basis in other contracts, e.g., every 50th contract. 
This would provide evidence of the cost to the Government of the 
indemnity clause, without placing too great a burden on those who 
would have to evaluate the alternative bids to determine which 
should be accepted. Where the contractor did not bid at all on the 
alternative of having the indemnity clause in the contract, this would 
show that if the present practices had been followed, this contractor 
would probably not have submitted a bid. 





7 See ASPR 13-502, APP 10-301 and APP 10-503. See also the quotation in note 
64 supra, which clearly points out the basic insurance principle involved, namely that 
the contractors must charge far more for the risks involved than the Government 
would lose if it were to accept the liability itself. See also 33 Comprr.Gen. 507 (1954) 
and 34 Comprr.GEn. 175 (1954). 


77 Even if the general policy were not changed to drop the use of the clause, it 
should not be used i in contracts under $10,000 since ASPR 9-110 “Reporting of Royal- 
ties” is not used in contracts below that amount. Similarly, if there are contracts 
for certain types of commodities which do not include ASPR 9-110, the patent in- 
demnity clause should also be omitted. If the amount of royalties involved in a 
contract is not considered large enough to justify a royalty report, it should also 
be considered too small to justify worrying about an indemnity. 
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GOVERNMENT RIGHTS TO TECHNICAL INFORMATION 
RECEIVED UNDER CONTRACT 


Arthur R. Whale* 
I. INTRODUCTION 


While there are many problems confronting industry and Government 
arising out of the staggering dollar volume represented in military pro- 
curement, none is more passionately regarded by industry or more 
weighted with profound implications than the nature and scope of the 
Government’s dispositive rights to the technical information it receives 
under contract. Evaluation, difficult in itself because of the intangible 
elements involved, is further clouded by the partisan interests of most of 
the evaluators. As an unhappy consequence, the conflict has been largely 
waged between proponents of extreme views on both sides, and present 
regulations fail to reflect a spirit of true compromise. 

In order to visualize what is here regarded as the paramount aspect of 
this issue, consider as a representative example the hypothetical case of 
W Company supplying Super Widgets to the Government under a con- 
tract requiring also the delivery of detail drawings, manufacturing in- 
formation, reports, and other data which the company would not provide 
to a civilian purchaser. W Company is in the business of manufacturing 
and selling widgets to a substantial commercial market. W Company has 
an aggressive research and development program which over the years 
has been largely responsible for its position of prominence in the widget 
field. In fact, it is this very prominence in the commercial market that 
commends the company to the Government as a desirable contractor for 
this important item. 

In adapting the widget to military use, the Government and W Com- 
pany agree that certain changes in the company’s basic design of widgets 
are indicated. These are made and the revised Super Widgets tested to 
the Government's satisfaction. In service, the Super Widgets prove so 
superior that when additional stocks of widgets are required the Gov- 


* Associated with The Upjohn Company, Kalamazoo, Michigan. B.S. 1945, North- 
western University ; LL.B. 1956, The George Washington University. This note was 
originally prepared as a seminar paper at The George Washington University. 
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ernment decides to procure more of the Super Widget design. This time, 
however, the Government has the necessary manufacturing information 
in its possession and so proceeds to advertise for bids on Super Widgets 
to be supplied in accordance with specifications and drawings furnished 
by the Government, which, of course, originated with W Company. 
Although W Company bids on this procurement, it is underbid by a 
minor competitor, Z Company, which has no research facilities of its own 
but which convinces the Government it can produce Super Widgets with 
the information supplied by the Government. Indeed, Z Company’s per- 
formance under the contract is entirely creditable, and on completion of 
the contract it again turns attention to the commercial production of wid- 
gets. Now, however, at no expense, and in fact for a profit realized on 
the government contract, Z Company is in possession of the know-how, 
trade secrets and other production details of its prominent competitor, 
W Company. With this information but without the burden of amortiz- 
ing costs incurred in its development, Z Company is suddenly in a posi- 
tion to compete most favorably with and even to undersell W Company 
in the commercial widget field. 

The objections raised herein do not extend to the failure of W Com- 
pany to secure the later contract on which Z Company was the successful 
bidder. Certainly, if W Company had been awarded the second contract 
simply because it had originated the information under which the Super 
Widget was produced, it could have adequately protected its proprietary 
interests therein.1 But W Company was fairly underbid in a competitive 
procurement, and under these circumstances to award the contract to W 
Company would be a clear violation of the spirit and purpose of the 
principle of competitive bidding, which must be regarded as a corner- 
stone of equitable administration of government procurement. Nor 
would it be urged, if considerable research and development work 
had been involved and paid for by the Government, that W Company 
should be entitled to limit the Government’s rights in what was pur- 
chased and paid for. Rather, of present concern is the injury to the 
competitive position of W Company arising from the tools of commercial 
competition which the Government has gratuitously placed in Z Com- 
pany’s hands. 

Military procurement practices with respect to acquisition of rights to 
technical information are a study in inconsistency. Where contracts con- 
tain no clauses pertinent to the subject, the Government's contention is 
that unlimited rights are obtained by virtue of the common law rights in- 
cidental to lawful possession.1* In other contracts the same rights are ac- 


1 Beach, The Government and Industrial Know-How, 41 A.B.A.J. 1024 (1945). 
1a Lazure and Church, The Shadow and Substance of Intellectual Property in De- 
partment of Defense Research and Development Contracts, 14 Fed. B.J. 296 (1954). 
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quired by operation of certain mandatory clauses. Since there is no 
standard clause by which the contractor may restrict the Government’s 
rights, his only choice, by present interpretation, is whether he surrenders 


his rights in proprietary information under the common law or through 
an express clause in his contract. 


Writing in 1945, an Army procurement officer urged patience with the 
harsh provisions then being drafted into military procurement contracts, 
saying that “it must be realized, however, that the system is a product of 
the war destined probably to disappear within ‘the duration and six 
months.’” 1» Twelve years later the confiscatory practices with respect to 
proprietary information, condoned in wartime as necessary to the most 
forceful prosecution of the war effort, still prevail. The problem is made 
difficult by the obscure terms which must be employed in defining its 
scope and effect, but it is believed that a discussion of current practices 
and their extrapolation to probable or possible consequences leads to con- 
vincing evidence that a reappraisal and revision of those practices is long 
overdue. It is, therefore, the purpose here to emphasize the importance of 
technical information to industry, discuss existing procurement regula- 
tions and the setting in which they operate, examine the current revision 
to the regulations proposed by the Government, and, finally, consider 
other approaches to a solution of this pressing problem. 


II. InpusTRIAL RELIANCE ON TECHNICAL INFORMATION 


A. Technical Information Defined. 


Information used by industry in its technical operations falls into three 
distinct categories: “ordinary” information; information contained in 
patents; and information embodied in such categories as trade secrets and 
know-how and characterized here as “technical information.” Ordinary 
information, of course, is to be found in the common experience of the 
technicians of an industry, in textbooks, or in expired patents and is in- 
disputably a part of the public knowledge. No problem of ownership 
can arise, because no private rights may be asserted. 


An unexpired patent, on the other hand, confers on the patentee or 
his assignee the right to prevent others from practicing his invention for 
a period of years, insofar as the invention is embodied in the claims of 
the patent and to the extent that the courts will uphold the monopoly 
on challenge of an infringer. Where a patent stems directly from work 
performed under a government contract, the Government requires an 
irrevocable, nonexclusive, nontransferable and royalty-free license to prac- 





1b Symmes, The Drafting of Government War Contracts, 12-U.Cut.L.REv. 214, 220 
(1945). 
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tice the invention, but title vests in the contractor. While there is some 
controversy concerning certain aspects of the Government’s policy in 
this regard, the patent question is of no present concern here because, 
having title, the contractor at least may assert the patent against an in- 
fringer in the commercial field. 

It is the third category which is of interest here. It should be noted that 
the distinction between this body of information and that contained in 
patents may be a highly technical one, depending on interpretation of 
the patent statute and frequently in no way related to its value to the 
owner. In this category is such information as the precise heat treatment 
time or temperature that produces optimum physical characteristics in an 
alloy; the particular conditions at which a chemical reaction proceeds to 
the highest yield; or the design of an internal linkage in a complex mech- 
anism. It may be, and perhaps more often is, a combination of elements 
impossible to duplicate intentionally without special instruction. Some- 
times the data or information is of such a nature that the requirements for 
patentability would be satisfied, but the owners have elected to protect it 
through secrecy. 


B. The Effectiveness of the Patent Monopoly. 


In many areas of manufacturing it has become virtually indispensible to 
corporate survival that a monopoly of some description be obtained for 
operations or processes which impart those unique qualities to a com- 
pany’s products that are essential to their commercial success. It was 
recognized by the writers of the Constitution that a monopoly for a lim- 
ited time, granted in exchange for disclosure of an invention to the pub- 
lic for its ultimate unrestricted use, would best serve the interests of in- 
dustrial progress.? One need only look around him to see the monuments 
to their wisdom. But in recent years a disturbing trend in the courts has 
given many companies and individual inventors cause for doubt as to the 
sanctity of their patents and, indeed, as to the desirability of securing their 
monopoly in the patent form. The courts have entertained an increasing 
disposition to find patents invalid, a development which led the late Jus- 
tice Jackson to remark in an often-quoted dissent that “the only patent 
that is valid is one which this Court has not been able to get its hands 
on.”* A summary of Supreme Court decisions in patent cases since 
19254 indicates the somber truth in this remark: 





2U.S. Const. art. I, § 8. 
3 Jungerson v. Otsby, 335 U.S. 560, 572 (1948). 


4 Hearings Before the Subcommittee on Patents, Trademarks, and Copyrights of the 
Senate Committee on the Judiciary, 84th Cong., Ist Sess., ser. 68832 at 183 (1956). 
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Period Number of Number Held 
Patents Invalid 
1925-29 7 4 
1930-34 18 14 
1935-39 33 20 
1940-44 20 10 
1945-49 13 ti 
1950-54 2 2 


As would be expected, the back-pressure from this throttling adminis- 
tered by the Supreme Court has been clearly discernible in decisions of 
the lower courts, a factor in itself of even more significance because of 
the relatively few patent cases heard by the highest tribunal. Thus, over 


the same period the United States Courts of Appeals assembled the fol- 
lowing record:® 


Period Number of Percent Held 
Patents Invalid 
1925-29 649 33.4 
1930-34 719 38.0 
1935-39 803 50.9 
1940-44 602 60.5 
1945-49 262 64.5 
1950-54 336 60.7 


These figures, of course, represent the average disposition of patent cases 
by the courts in all circuits. Reference to results from individual circuits 
reveals an amazing variation in judicial attitudes and suggests the im- 
portance of forum shopping in patent litigation. In the period of 1948-54, 
four circuits held patents invalid in over seventy percent of the cases de- 
cided, highest honors going to the Third Circuit, where the patent mor- 
tality was 85%. 

It would appear that during the 29-year period depicted above the 
courts submitted to an inclination to raise the standard for patentable in- 
vention commensurate with what they regarded as the inevitably in- 
creased capabilities, born of modern scientific education and technology, 
of those “skilled in the arts.” But the courts then, having virtually estab- 
lished as a criterion the performance to be expected of a technician in 
his laboratory, refused to uphold patents for inventions originating in 
those very laboratories on the grounds that the requisite “flash of genius”® 
was absent. They contended that in the planned research program the 





5 Td. at 182. 
6 Cuno Engineering Corp. v. Automatic Devices Corp., 314 U.S. 84 (1941). 
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outcome was merely the result of a systematic assault on a given problem 
and did not rise to the dignity of patentable invention. Raising the 
standard of invention cognizable by the courts was soon followed by a 
stricter policy in the Patent Office as to the grant of patents. Happily, 
the “flash of genius” doctrine was laid to rest by the Patent Act of 
1952,” but the severe criterion for invention, based on the increased ca- 
pabilities today of one skilled in the art, remains as a factor upholding the 
standard of invention. In view of the importance to a company of a 
monopoly of some description with respect to those processes or tech- 
niques which contribute an exclusive quality to the final product, it fol- 
lows as a logical corollary that industry must regard with renewed in- 
terest the alternative means for securing the necessary protection. Ac- 
cordingly, in many quarters technical information as herein defined has 
assumed increased significance as a basis for company growth and pros- 


perity. 
III. Trcunicat INFORMATION AND GOVERNMENT CONTRACTS 


A. The Government’s Contracting Position. 


It has been frequently stated that in contracting with its citizens the 
Government steps down from its sovereign position and assumes the 
rights and duties of a private contractor.® But in reality this is true only 
in a limited sense, for in many areas immunity of the sovereign is 
specially conferred and is, in fact, undeniably necessary to free it from the 
burdens of private interests when acting in the public good. For this 
reason a substantial body of government contract law, both legislative and 
judicial, has accumulated over the years.® Thus, in the absence of express 
legislation to the contrary, there is no estoppel, reformation of contract, 
or recognition of apparent authority of agents as against the Govern- 
ment;’° the statute of limitations does not apply;"! no injunction may be 
secured, even where the Government comes into court to sue on a claim,” 
and the Government is not liable for breach of contract arising from 


7 35 U.S.C. § 103 (1952). 


8 Lynch v. United States, 292 U.S. 571 (1934) ; Reading Steel Casting Co. v. United 
States, 268 U.S. 186 (1924). 

2 See Thurlow, Some Aspects of the Law of Government Contracts, 21 Cu1.-KENT 
L.Rev. 300 (1943); Note, Adaptation of Private Contract Principles to Government 
Contracts, 27 INp.L.J. 279 (1952) ; Schultz, Proposed Changes in Government Contract 
Disputes Settlement: The Legislative Battle over the Wunderlich Case, 67 Harv.L. 
Rev. 217 (1953) ; 5 Ara.Law. 144 (1944). 

10 Federal Crop Insurance Corp. v. Merrill, 332 U.S. 380 (1947). See also Mc- 
Intire, Authority of Government Contracting Officers, 25 Gro.Wasu.L.Rev. 162 (1957) 
(supra, this issue). 

11 United States v. Nashville, C. & St. L. Ry., 118 U.S. 120 (1885). 
12 United States v. Patterson, 206 F.2d 345 (5th Cir. 1953). 
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sovereign acts.’* In fact, the Government has carefully delineated the 
conditions under which it may be sued," and the courts are disposed 
generally to apply a strict construction on behalf of the Government 
where such consent has been accorded.'®> Indeed, the more realistic view 
was expressed by the late Justice Holmes when he remarked: “Men must 
turn square corners when they deal with the Government.” ?* It is from 
this eminent bargaining position, then, fortified by the inducement of 
potentially high volume orders the Government must place, that the 
Government negotiator speaks at the bargaining table. 


B. Military Procurement and the Patent Problem. 


It is of interest to note that during World War II there was little uni- 
formity among the armed services as to the treatment accorded patents 
and technical information. Shortly after the war an attempt was made 
by the Army and Navy to establish a uniform method for handling 
patent and related problems, but the results were far from satisfactory. 
Then, in 1947, Congress passed the Armed Services Procurement Act"? 
which crystallized certain policies to be followed in various areas of mili- 
tary procurement. Pursuant to this act the Armed Services Procurement 
Regulation (hereinafter designated “ASPR”) was adopted and became ef- 
fective in 1949. 

The original Section IX of the ASPR, entitled “Patents and Copy- 
rights,” contained no direct mention of technical information. Since 
1949, Section IX has undergone a number of revisions, but it was not 
until January, 1955, that the subject of technical information was specifi- 
cally recognized. This recognition consisted in removing a paragraph’® 
from the clauses dealing with patent rights, designating it “Technical 
Data in Research and Development Contracts,” and appending the re- 
quirement that it be included in “all contracts for experimental, develop- 
mental, or research work,” as it had been while a part of the Patent Rights 
Clause. This Technical Data Clause reads as follows:?® 


Reproduction and Use of Technical Data 


The Contractor agrees to and does hereby grant to the Government, 
to the full extent of the Contractor’s right to do so without payment 





13 Deming v. United States, 1 Ct. Cl. 190 (1865). 

14 28 U.S.C. §§ 1346, 1491, 1498, 2674, 2680 (1952). 

15 Baker v. United States, 127 F.Supp. 644 (D.C. Cir. 1955). 

16 Rock Island, Arkansas & Louisiana Ry. v. United States, 254 U.S. 141 (1920). 


17 Armed Services Procurement Act of 1947, 62 Srat. 21-26 (1948), 41 U.S.C. 
§§ 151-162 (1952). 


18 Armed Services Procurement Regulation (ASPR), 9-107.1(d), subparagraph (d) 
of Patent Rights Clause. 


19 ASPR, revision of Jan. 4, 1955, 9-112. 
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of compensation to others, the right to reproduce, use, and disclose 
for governmental purposes (including the right to give to foreign 
governments for their use as the national interest of the United States 
may demand) all or any part of the reports, drawings, blueprints, 
data, and technical information specified to be delivered by the 
Contractor to the Government under this contract; provided, how- 
ever, that nothing contained in this paragraph shall be deemed, di- 
rectly or by implication, to grant any license under any patent now 
or hereafter issued or to grant any right to reproduce anything else 
called for by this contract. [Emphasis added. ] 


It can be seen that no provision is made for protecting a contractor's 
proprietary information that may be delivered incident to performance of 
the contract, and no consideration is given as to whether or not such in- 
formation originated before award of the contract or is of commercial 
importance to the contractor. 


C. Interpretation of the Technical Data Clause. 


It appears that little attention has been given to interpreting the Tech- 
nical Data Clause and that the import of its terms has been assumed to 
repose unlimited rights in the Government, as the Government contends. 
On occasion it has been urged that the proviso in the clause in effect denies 
the Government the right to reproduce the hardware described in the data 
because of the injunction therein that the clause does not grant “any right 
to reproduce anything else called for by this contract.” Soon after the 
ASPR became effective, however, while the Technical Data Clause was 
still embodied in the Patent Rights Clause, the Army’s Judge Advocate 
General expressed the view that any restrictive rights a contractor could 
assert against the Government’s unlimited use of the information must 
have their origin in an express provision of the contract.?° This position 
was later affirmed by the Assistant Secretary of Defense for Supply and 
Logistics, who interpreted the proviso as meaning only that nothing con- 
tained in that paragraph granted the Government unlimited rights; rather, 
the rights were plenary under the common law.?!_ While this is an il- 
logical interpretation of the bare words, reference to the history of de- 
velopment of the clause indicates that it was included at the insistence of 
one of the industrial associations in order to negate any implication of 
warranty to the Government of the contractor’s right to reproduce the 
information he was furnishing. 

Other phrases capable of interesting interpretation appear. By its 





20 U.S. Army Judge Advocate General Opinion dated Oct. 24, 1952. 


21 Assistant Secretary of Defense Memorandum to Assistant Secretary of the Army 
(Logistics and R&D) dated July 13, 1955. 
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terms the contractor grants to the Government “to the full extent of the 
Contractor’s right to do so without payment of compensation to others” 
the broad rights of disposition of the technical information supplied under 
the contract. This could be interpreted as acknowledging the existence 
of proprietary rights in the data and declaring that to the extent such 
rights belong to a party other than the contractor (a subcontractor, for 
example) the Government is willing to accord them respect. In practice, 
however, the Government has demonstrated no greater solicitude for the 


proprietary interests of the subcontractor than for those of the prime 
contractor. 


1. Tue “GoverNMENTAL Purposes” Test. Perhaps of first importance, 
however, is the operation of the clause allegedly conferring on the Gov- 
ernment “the right to reproduce, use, and disclose for governmental pur- 
poses” the technical information specified to be delivered under the con- 
tract. The Government contends it has plenary common law rights in- 
cident to possession of the technical information and, therefore, absent an 
express undertaking to the contrary, may dispose of it without limitation. 
But it is submitted that either the phrase “for governmental purposes” is 
in fact such an express undertaking to limit the Government’s rights, or it 
has no meaning whatsoever, for if the Government’s rights are total and 
complete without the phrase the only possible effect of its inclusion can 
be a narrowing of those rights. It follows upon this reasoning that the 
Government is in effect assuring the contractor that the proprietary in- 
formation he is supplying pursuant to his contract will be disposed of 
only in a manner consistent with a governmental purpose. When the 
Government transmits the information to a contractor for his use in per- 
forming a contract, it is unquestioned that a governmental purpose is be- 
ing served. But clearly there is no governmental purpose involved when 
the recipient contractor employs the information in his commercial pro- 
duction in order to compete more effectively with the originating com- 
pany. Since the Government initially received the information under 
the limitation that it was to be used only for governmental purposes, is 
the Government not bound to condition its disclosure thereof accord- 
ingly? 

2. GovERNMENT INTERPRETATION OF “RESEARCH AND DEVELOPMENT” 
Contract. It has been indicated how a contractor’s interest in his trade 
secrets and accumulated know-how may be violated in the case of a con- 
tract for research and development in which technical information orig- 
inating thereunder is inseparable from that in his possession prior to his 
government contract. Even more serious, however, because more prev- 
alent, is the direct threat to dissemination by the Government of informa- 
tion relating to a contractor’s standard commercial products, which so 
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often are the life blood of his business. This is accomplished by the 
Government’s adoption of its own definition of research and development 
contracts to which the acquisitive clauses shall apply. 


To understand this anomaly it is necessary first to consider the manner 
in which the military departments plan their procurements. Money for 
research and development is requested and appropriated separately from 
procurement or supply funds. But much development work is supported 
by procurement money” either by design where the project is nearing the 
production phase or by necessity where research and development funds 
are short. To accomplish this without doing formal violence to the 
designations attached by Congress, contracts for research and develop- 
ment are frequently written as supply contracts, specifying end items in 
functional terms with provisions for “testing,” “modification,” or re- 
quirements of similar import which tend to loosen the contract sufficiently 


to permit the necessary research and development work to be performed 
thereunder. 


The military departments are vitally interested, and properly so, in ob- 
taining broad rights as to disposition of products and technical information 
arising from government-sponsored research and development efforts. 
Such rights could readily be secured through the existing Patent Rights 
and Technical Data Clauses, but these clauses are not applicable to con- 
tracts for supplies, which are often standard commercial items. With 
applicability of the clauses defined in terms of the fiscal category of the 
funds expended, the research and development work procured with sup- 
ply money would not carry with it the rights desired. How, then, were 
the necessary rights to be acquired where research and development 
work was to be performed regardless of the funds involved? The solution 
was seen to lie in removing acquisition of the broad rights to such work 
from dependency on the fiscal designation attached to the money. This 
was done simply by defining contracts to which the acquisitive clauses 
should apply in terms of the mature of the work rather than the type of 
money involved. Thus, the Patent Rights Clause is required to be included 
in “. .. any contract or modification thereof having experimental, develop- 





22 Hearings Before the Subcommittee of the Committee on Appropriations, 84th 
Cong., 2d Sess., ser. 73177 at 1037 (1956). In a summary of the 1957 budget presented 
by W.J. McNeil, Assistant Secretary of Defense (Comptroller), the following ap- 
pears: “A total of $1,532 million is requested in the fiscal year 1957 budget for research 
and development .... These figures do not give the full measure of our research and 
development effort, particularly with respect to the development phase. The line be- 
tween development and procurement cannot be precisely drawn, particularly in such 
areas of rapidly advancing technology as missiles. A significant portion of the 
amounts we are requesting for aircraft and missiles in the procurement accounts are 
for items of a development or test nature, which have not yet been standardized or 
approved for service use.” Ibid. An example cited is the Snark guided missile project 
which cost $206 million, of which $141 million, or approximately 68%, was funded 
with procurement money. [bid., ser. 74467 at 123. 
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mental or research work as one of its purposes . . .” 28 and the Technical 


Data Clause is mandatory in “. . . all contracts for experimental develop- 
mental, or research work.” 24 


D. The Present Situation. 


While the Government has in this manner solved a difficult problem to 
its satisfaction, the solution confers an undesirable consequence on the 
contractor. With the intentional loosening of a supply contract by use of 
terms which admit of actual research and development work, the ac- 
quisitive clauses become applicable. But such contracts are for practical 
purposes indistinguishable from those actually of a supply nature which 
call for standard commercial items with slight modification or special 
testing. In this manner it is an easy interpretation for the contracting 
officer to require inclusion of the Patent Rights and Technical Data 
Clauses, although such work is not of a nature properly to entitle the 
Government to the benefits of the clauses. Moreover, the rights thus 
acquired to technical information relate not only to the details of the 
modification but also to the item itself. The full impact and potentialities 
of this practice may be realized when it is noted that military specifica- 
tions for even the most commonplace equipment or supplies include the 
interminable requirements for testing or modification to assure adequate 
resistance to shock, vibration, weather, and other factors peculiar to mili- 
tary application. Thus, while the device for securing broad rights to 
technical information properly serves the purpose of the military depart- 
ments in circumventing the fiscal difficulties with which they are faced, it 
has the collateral result of immeasurably and unnecessarily broadening the 
field in which the Government acquires unrestrained rights. 

As suggested earlier, the precise consequences arising from this unhappy 
situation are difficult to evaluate because they are a composition of in- 
tangible factors. It is an ascertainable truth, however, that some com- 
panies have adopted a policy of refusing to bid or accept government 
contracts which contain the objectionable clauses; in addition, it is prob- 
able that technical information or product improvements are being with- 
held from application in many contracts. The contractor, in effect, where 
he is presented with a contract containing the acquisitive clauses, must be 
prepared to resign all exclusive rights in the proprietary information re- 
quired to be delivered under the contract. This is the situation facing the 
potential contractor who would supply the Government with equipment 
for the nation’s defense. 





23 ASPR, revision of Dec. 23, 1955, 9-107.1(a). 
24 See note 19 supra. 
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IV. GoveRNMENT Proposep REVISION TO SECTION IX 


The task of revising Section IX of the ASPR finally devolved upon the 
Patents Subcommittee of the Armed Services Procurement Regulation 
Committee, the Subcommittee comprising a single representative from 
each of the services, with a representative of the Office of the Assistant 
Secretary of Defense (Supply and Logistics) serving as chairman.”> The 
latest draft?* of a proposed revision of the technical information portions 
of Section IX to be circulated to industry was the subject of a meeting 
between industry and government representatives on April 6, 1956. It was 
there indicated that the Government regarded this draft as then substan- 
tially in the form in which it would be published as an official ASPR re- 
vision, although it was agreed that publication would be deferred to per- 
mit industry to register objections. A number of industrial groups have 
forcefully indicated their opposition to the April 2 draft, and it appears 
possible that the subject may be again re-opened for additional attempts 
at reconciliation of the conflicting views. It is therefore of particular in- 
terest at this juncture to review the provisions of the draft from the 
standpoint of the changes it represents in the Government’s position to 
date and the principal objections that remain outstanding. 


A. Research and Development Contracts. 


The present draft consolidates the subjects of technical information and 
copyrights to form Part 2 of Section IX. In this draft the Government 
proposes that it accept no limitations on use of technical information 
delivered under a contract having experimental, developmental or re- 
search work as “one of its purposes,” thereby perpetuating the applicabil- 
ity of the unlimited rights concept to many contracts basically of a supply 
nature in accordance with current practice. On first impression it ap- 
pears significant that a policy statement has been adopted stipulating that 
information concerning manufacture of equipment or performance of a 
process “need not be required for standard commercial items to be fur- 
nished under the contract and to be incorporated as component parts in 
or to be used with the product being developed, if, in lieu thereof, re- 
quirement is made for identification of source.” However, this apparent 
concession must be read in the light of words in the immediately preced- 
ing subparagraph which require delivery by the contractor of such in- 
formation “as is necessary to fully disclose, and make understandable, to 
the Government the results of such work.” It is, of course, the govern- 





25 Currently, Mr. Ray M. Harris, Patent Advisor to Assistant Secretary of De- 
fense (Supply and Logistics). 

26 ASPR (Proposed Revision), Part 2, Section IX, Data and Copyrights (April 2, 
1956). 
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ment representatives who determine the nature and extent of the informa- 
tion necessary to satisfy this intangible requirement. 
To effectuate the regulation, all research and development contracts 


would be required to contain a provision entitled “Rights in Data-Un- 
limited,” which recites in part:?7 


Subject to the proviso of (c) below [concerning copyrighted data], 
the Government may duplicate, use, and disclose in any manner and 
for any purpose whatsoever, and have others so do, all Subject Data 
delivered under this contract. [Emphasis added.] 


The term “Subject Data” is elsewhere defined as including “writings, 
sound recordings, pictorial reproductions, drawings or other graphical 
representations, and works of any similar nature (whether or not copy- 
righted) which are specified to be delivered under this contract.”2* 
Thus, no protection is contemplated for manufacturing data developed 
at the contractor’s expense and in his possession prior to the government 
contract where the subject of the information cannot be described as a 
“standard commercial item,” even where such data are clearly separable 
from that arising from the work under the contract. The Government 
would remain free, as it is under the provisions of the present Technical 
Data Clause, to divulge a contractor’s trade secrets or know-how to 


a competing company, while imposing no restrictions on the latter’s use 
thereof in its commercial field. 


B. Supply Contracts. 


As to supply-type contracts, which are described as “contracts for 
other than experimental, developmental or research work,” it is stated 
with classic indefiniteness that technical information “shall not be re- 
quired in greater detail than that needed for the purpose for which 
it is intended to be used.” Among the criteria to be considered in de- 
termining the information to be required is the desirability of obtaining 
information “in sufficient detail to enable procurement or manufacture 

. in contracts for (A) military-type items; or (B) modifications of 
commercial-type items, with respect to such modification.” There is no 
guidance, however, as to how a “military-type item” is to be defined— 
whether, for example, a standard commercial product becomes a military 
item when it is painted Army brown or Navy blue; moreover, in specu- 
lating when a “modification” of a standard commercial product would 
bring it under this provision, it should be remembered that the Govern- 
ment has already demonstrated a propensity for loose construction of 





27 Jd. at 9-203.1(b). 
28 Id. at 9-203.1(a). 
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such seemingly innocuous terms as “modification” in determining applica- 
bility of the Patent Rights and Technical Data Clauses in existing regu- 
lations. 

Having decided what information will be required of the contractor, 
the contracting officer must next determine what rights are to be ob- 
tained thereto. Under the proposed revision, he is to approach this 
question from the standpoint that “it is advantageous to the Government, 
both for reasons of national defense and for administrative convenience, 
in handling the Data, that Data in the possession of the Military Depart- 
ments not be limited in the uses which the Government may make of 
such Data.” Only “when it is determined by the contracting officer that 
the needs of the Government will be satisfied by obtaining . . . limited 
rights as to all or part of the Data” should the contracting officer consent 
to limited rights even as to standard commercial items. 

If it is decided that limited rights are acceptable to the Government, 


a “Rights in Data—Limited” clause is to be included in the contract, 
reading in part as follows:?® 


Subject Data delivered under this contract shall not be released 
outside the Government, nor be duplicated, used, or disclosed in 
whole or in part for procurement or manufacturing purposes by or 
for the Government (other than for manufacture required in con- 
nection with repair or overhaul where an item is not procurable 
commercially so as to enable the timely performance of the over- 
haul or repair work and provided that when Data is released by the 
Government to a contractor for such purposes, the release shall be 
made subject to the limitation of this clause, and provided further 
that such Data shall not be used for manufacture or procurement of 
spare parts for stock), without permission of the contractor, if: 
(i) the Subject Data to be so limited is identified in the Schedule 
as being subject to limitations; and (ii) the following legend is 
marked on each piece of Data so limited: [Emphasis added. ] 


[Legend to the above effect. ] 


It will be noted that this clause purports to protect the contractor’s 
technical information relating to standard commercial items by restricting 
its release outside the Government except under certain circumstances 
of overhaul and repair. Such releases are only to be made “subject to 
the limitation of this clause.” But the only limitation appearing in the 
clause is the prohibition against release “for procurement or manufac- 
turing purposes by or for the Government.” The anomalous situation 
would then develop in which the contractor receiving the information 


29 Jd. at 9-203.2(b). 
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for the proper purpose of effecting overhaul or repair would be bound 
by his contract not to use this information in performance of a sub- 
sequent government contract calling for manufacture of the item being 
overhauled or repaired, but he would mot be prevented from employing 
it in his private business. The proposed regulation therefore fails com- 
pletely to give the contractor protection where it is needed most. 

It is submitted that broadening the injunction against use of the in- 
formation in the recipient contractor’s commercial activities would in 
no way abrogate the Government’s interests and could be accomplished 
simply by deleting the phrase “by or for the Government.” The recipient 
contractor would then be forbidden to make use of the information in any 
manner except for the purposes of the contract under which he received 
it. Unless a change of this nature is made, the “limited right” which the 
Government accepts, presumably as a concession to industry, is in fact a 
nullity and offers no safeguard of the originating contractor’s proprietary 
information. 


C. Information Incident to Possession. 


The proposed revision includes for the first time a statement purporting 
to outline the common law rights to information incident to possession 
thereof.2° The contractor is informed that “the Department of Defense 
considers that when the Government has rightful possession of Data, it 
has a right to use such Data for any purpose of which it is susceptible, 
including reproduction by it or in its behalf of anything disclosed in the 
Data,” subject only to adverse rights under the patent or copyright laws 
or limitations expressly agreed to by the Government. “Rightful posses- 
sion” alone, however, is insufficient as a basis on which to rest an assertion 
of unlimited rights; the Government must have acquired in addition an 
interest amounting to a property right. The Federal Trade Commission 
Act*! prohibits publication by the Commission of information received 
in the course of its proceedings where such information involves trade 
secrets or other proprietary interests. Likewise, the Criminal Code*? 
provides limitations on disclosure of proprietary information by govern- 
ment employees under penalty of fine, imprisonment and removal from 
office. In both cases information is in “rightful possession” of the 
Government. Is the Government proposing, then, that as to information 
received in the course of military procurement a mere rightful possession, 
irrespective of any property right in the Government, will entitle it to 
the benefits of the common law? The introduction into the regulations 





30 Jd. at 9-201.1(a). 
31 38 Srat. 721 (1914), 15 U.S.C. § 46(f) (1952). 
32 18 U.S.C. § 1905 (1952). 
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of a clear statement as to what rights the Government does acquire is, 
of course, salutary, but it is not believed that the proposed language 
represents the true intent of the framers. 

It should also be observed that a potential conflict between the new 
technical data provisions and the Patent Rights Clause will develop from 
the proposed regulation. Sub-paragraph (b)(1) of the Patent Rights 
Clause provides in part that the Government acquires, through operation 
of the clause, “an irrevocable, nonexclusive, nontransferable, and royalty- 
free license to practice . . . each Subject Invention.”** The term “Subject 
Invention” is defined as including “any invention, improvement or dis- 
covery (whether or not patentable)... .”** An unpatentable invention, 
of course, could be construed handily as a trade secret or other technical 
information which a contractor would regard as proprietary, although 
it is to be emphasized that to date such an interpretation has not been 
officially advanced by the military departments.* 


D. The Proposed Revision and the Present Technical Data Clause 
Compared. 


But how does the proposed revision compare with the present Tech- 
nical Data Clause? There, it will be recalled, the contractor agrees that 
the Government shall acquire “the right to reproduce, use, and disclose 
for governmental purposes” the technical information specified to be de- 
livered under the contract. Since without the clause the Government 
contends it has plenary common law rights to the technical information 
and may therefore dispose of it in any manner it chooses, the phrase 
“for governmental purposes,” as suggested earlier, is either in the nature 
of a limitation on those plenary rights or it is meaningless. The proposed 
revision, however, does not present an opportunity for such interpretation 
on behalf of the contractor. There, in the Rights In Data—Unlimited 
Clause, the Government acquires the right to “duplicate, use, and disclose 
in any manner and for any purpose whatsoever, and have others so do, 
all Subject Data delivered under this contract.” It is important to note that 
the Government is under no express self-imposed limitation as to the 
purpose attaching to use of the information. Accordingly, the significa- 
tion drawn from the words “for governmental purposes” appearing in the 
present clause does not apply to the proposed clause. To this extent, then, 
it must be stated that the proposed clause is more severe from industry’s 
standpoint than that found in the existing Technical Data Clause. 


This much may be said for the proposed revision: for the first time 





83 See note 23 supra, at 9-107.1(d), subparagraph (b)(1) of Patent Rights Clause. 
34 Jd. at subparagraph (a) (i) of Patent Rights Clause. 


35 Conversation with Mr. Ray M. Harris, Chairman, Patents Subcommittee, A.S.P.R. 
Committee, on April 18, 1956. 
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there is a stated policy concerning the Government’s acquisition of data. 
Even though that policy be regarded as objectionable because of the broad 
pronouncement of the rights the Government considers it should receive, 
nevertheless, it is desirable that a forthright statement appear in order that 
the unwary be made aware. In addition, the proposed regulations require 
that each contract clearly state the rights and limitations attending the 
information delivered thereunder. Again, industry should at least wel- 
come such clarification to remove any misconception on the part of a 
contractor as to the Government’s intention. 


V. GoveERNMENT LIABILITY aT LAw 


A. The Problem. 


Generally, it can be stated that the courts will recognize a form of 
property right (although sometimes described in other terms) in know- 
how and trade secrets so long as they are protected by the owner from 
public knowledge or are disclosed only in confidence.** The wrongful 
taking of the secret is an actionable tort, as between private parties.*7 But 
where the secret has been lawfully acquired, it may be used in any way 
unless its disclosure was conditioned on a restriction.** Where the Gov- 
ernment obtains the information under terms of a contract, possession is 
lawful, and subsequent misuse cannot be tortious; rather, relief must be 
predicated on breach of contract. 

As between private parties the courts readily acknowledge the liability 
of a licensee for use of a trade secret beyond the scope of the license 
granted, since the owner of such proprietary information may divulge it 
on any terms which he may wish to impose and enforce his rights as modi- 
fied thereby.*® Certainly, then, in a private agreement under which a 
license to practice a trade secret is granted subject to the restriction that 
it is not to be used other than pursuant to a specified purpose, the courts 
would have little difficulty in fastening liability on the offending party 
who violates the terms of the license. Translated to the situation of pres- 
ent interest, it is submitted that information delivered to the Government 
under present regulations is subject to an express restriction. It is basic 
contract law that a party may convey no greater rights than he possesses, 
and the Government has waived its immunity to suit on contract and given 
to the Court of Claims jurisdiction of such causes of action where the 


36 Mycalex Corp. of America v. Pemco Corp., 159 F.2d 907 (4th Cir. 1947). 

37 RESTATEMENT, Torts § 757, comment (1939). 

38 American Dirigold Corp. v. Dirigold Metals Corp., 125 F.2d 446 (6th Cir. 1942). 
89 Feasel v. Noxall Polish Mfg. Co., 268 Fed. 887 (E.D.Pa. 1920). 
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damages sought exceed $10,000.4° By what legal theory, then, may the 
Government escape liability for breach of contract when it accepts in- 
formation subject to the limitation that it shall be used “for governmental 
purposes” and thereafter proceeds to disclose the information for a gov- 


ernmental purpose but without attaching the same restriction on the 
recipient’s use thereof? 


B. The Bofors Case. 


The courts have not been squarely faced with the issue as framed 
above, although there is interesting dictum worthy of note. In Bofors v. 
United States,** the Swedish owners of a trade secret embracing the manu- 
facture of 40mm anti-aircraft guns granted the Government a license “to 
make, use and have made in the United States for the United States use” 
the guns in accordance with the information disclosed. Subsequently, the 
Government transferred quantities of these guns to several of its allies 
under Lend-Lease and other military assistance programs. Bofors re- 
garded such disposition of the guns as beyond the scope of the Govern- 
ment’s license. After several years of informal attempts to secure com- 
pensation and an appropriately expanded license agreement, Bofors in- 
stituted a tort action in the District Court for the District of Columbia, 
seeking recovery of $2,000,000 in alleged damages. Bofors contended that 
the action sounded in tort and was therefore maintainable in the District 
Court under the Federal Tort Claims Act. The court noted, however, 
that the law of trade secrets permitted recovery only for a wrongful tak- 
ing, and that since the Government’s possession of the information was 
lawful, its subsequent use, even though unauthorized, could in no event be 
tortious. But, in addition to declining jurisdiction of the tort action, the 
court indulged the observation that neither did Bofors present a cause of 
action in contract, because the phrase “for the United States use” could 
logically be interpreted as including “use by powers engaged in a common 
enterprise with the United States.” 

On appeal*? Bofors was again met with the view that the circumstances 
did not constitute a cause of action in tort. However, the Court of Ap- 
peals was not content to let stand the District Court’s assertion that the 
terms of the license did not support a contract action. After reviewing 
the facts and considering the terms of the license, the court concluded that 
“the complaint . . . stated a cause of action for breach of contract.” The 
court noted that the district courts are without jurisdiction in contract ac- 





4028 U.S.C. § 1491 (1952). Jurisdiction concurrent with the district courts on 
amounts up to $10,000. 


41 Aktiebolaget Bofors v. United States, 93 F.Supp. 131 (1950). 
42 Aktiebolaget Bofors v. United States, 194 F.2d 145 (D.C. Cir. 1951). 
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tions against the Government in which more than $10,000 is involved and 
advised the plaintiff to pursue his relief in the Court of Claims. 


Here, then, in a 1951 suit against the Government for use of technical 
information beyond the terms of the contract under which it was de- 
livered, the Court of Appeals has expressed the opinion that the Govern- 
ment should respond for breach of contract. (The action is still pending 
in the Court of Claims.) While this expression admittedly is dictum, it 
should not be regarded lightly, because the court’s pronouncement con- 
cerned an area of Government-contractor relations which had theretofore 
received little judicial attention. Moreover, two of the three presiding 
judges viewed the District Court’s opinion as to the absence of grounds 
for a contract action with sufficient alarm to single it out for special com- 
ment, even though both courts were speaking dicta and the appellate 
court’s view would not be binding in subsequent proceedings before the 
Court of Claims. 


C. Analysis of Bofors. 


What does the Bofors case offer in the way of precedent to support 
the contention advanced here that the Government in transmitting in- 
formation received under a contract containing the present Technical 
Data Clause is violating the terms thereof when such transmittal is not ex- 
pressly conditioned on use for a governmental purpose? It should first 
be noted that Bofors was complaining of injury arising directly from the 
Government’s acts. There was no third party to whom the Government 
had divulged the information, as there would be where a contractor 
would sue the Government for violation of the Technical Data Clause. 
In the latter event, it would be the party receiving the information from 
the Government who would be the immediate source of injury to the 
originating contractor; but the Government would be the instrumentality 
through which the information was transmitted. No basis is conceived 
under such circumstances for imputing notice to the recipient contractor 
of adverse rights in the information. The existence of this distinction be- 
tween the Bofors case and an action under the Technical Data Clause does 
not appear sufficient to warrant a conclusion different from that suggested 
by the Court of Appeals, for it should be remembered that in the latter 
instance the Government is in complete control of the disposition of the 
information but fails to give it the protection on disclosure to which its 
owner is entitled. 

The foregoing line of reasoning does not point to a satisfactory solution 
of the technical information issue, however, because at best it represents 
an avenue of relief that is based on a construction of the regulation 
which, though logical on a strict reading, was not intended by its framers. 
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As indicated earlier, the Government frequently enjoys a unique position 
in the eyes of the courts because of factors predominating in importance 
over the compulsion to follow the law as normally applied in private 
controversies. It is therefore not certain that a court would be persuaded 
to adopt the view urged above, although it derives logically both from 
the wording of the Technical Data Clause and the language of the Court 
in the Bofors case. The intangible economic overtones of injury to a 
company’s competitive position through the agency of a government 
contract may best find their expression in a change in the regulations 
rather than in adversary proceedings. While nothing would encourage 
such a revision so much as a few court decisions in point, industry should 
not rely on the courts to institute the change. Moreover, it must not be 
forgotten that the present proposed revision, which may well find its way 
into the official regulations despite the objections of industry, does not 
limit the Government's use of technical information to governmental pur- 
poses and hence does not admit of such an interpretation favorable to the 
contractor. 


VI. A Proposep SOLUTION 


The roots of the technical information problem lie in the insistence of 
the Government that it receive detailed manufacturing data concerning 
many of the defense items it procures. Heretofore, the Government has 
acquired unlimited rights in technical information in two ways: first, by 
invoking the common law doctrine of unlimited rights associated with 
legal possession; and second, by operation of the Technical Data Clause. 
As to the first method, it is submitted that all contracts should include 
language defining the division of rights to all technical information 
specified for delivery. No longer should there be any opportunity for 
enlisting the common law doctrine where for some reason a contract does 
not contain a clause concerning such disposition of rights. The drafters 
of the proposed regulations have recognized the necessity for such a 
change, and it appears certain that whatever provisions are finally in- 
corporated in the regulations, a clause will be required in all contracts in- 
forming all parties of their respective rights. But the history of efforts 
to develop a satisfactory formula for securing to the Government the 
flexibility it requires in contracting for military goods and to the contrac- 
tor the protection of his proprietary interests clearly shows that the Gov- 
ernment will not yield in any significant degree from its present insistence 
on broad dispositive rights to technical information. This is seen to be a 
fact and should be recognized as such by industry. To date the Govern- 
ment has agreed, in effect, that it will consider obtaining less than complete 
manufacturing details under certain circumstances, but where proprietary 
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information is required the accompanying rights shall be absolute in the 
Government. 


A. The Recipient Contractor. 


It is submitted that emphasis in seeking an accord may have been mis- 
placed in previous attempts at reconciling the conflicting viewpoints. The 
real injury to the contractor giving up his trade secrets and know-how 
is consummated not by the Government directly but by the recipient 
contractor in his application of this knowledge to his commercial busi- 
ness. Then is it not appropriate to place liability on the party who is the 
proximate cause of the injury and with whom the originating contractor 
would enjoy a more equivalent status in the eyes of the courts? It is sub- 
mitted that only a regulation aimed at restricting the recipient contractor’s 
use of technical information can provide the originating contractor with 
the necessary protection. Such a regulation should broadly take the form 
of a requirement that in all contracts specifying delivery of technical in- 
formation in which proprietary rights may be asserted, the contractor 
shall clearly identify or mark such information; and that in all contracts 
involving transmittal by the Government of information so identified or 
marked, the contractor receiving the information shall agree to be liable 
over to the originating contractor for violation of the proprietary rights 
represented therein. 

The soundness of this approach can best be tested by considering its 
likely effect on all concerned: the Government, the originating contractor 
and the recipient contractor. By agreeing to insert such a provision in 
subsequent contracts with other than the originating contractor, the Gov- 
ernment would incur no additional cost, for it assumes no burden of en- 
forcement. In fact, cost benefits might derive from two sources: many 
contractors having such an assurance of protection would divulge addi- 
tional information of value, concerning, for example, improvements which 
it would otherwise reserve to its commercial products; and the contractor, 
knowing that his interests can be enforced, would not be inclined to charge 
the Government the equivalent of a charge for a public license in anticipa- 
tion that the information would ultimately pass without restriction to the 
public through a subsequent government contract. Moreover, the Gov- 
ernment would remain free of any restriction on its legitimate use of the 
information. In the latest proposed revision it was seen that the Govern- 
ment has indorsed in principle the concept of inserting a clause in the 
recipient contractor’s contract restricting his use of the information. 

The originating contractor would no longer decline government busi- 
ness because of the likelihood that his proprietary rights would thereby 
be jeopardized. He would freely disclose his improvements, in this man- 
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ner enhancing his opportunity for obtaining future government contracts. 
And the recipient contractor would be under no obligation which he 
would not wish imposed on another who would be the recipient of his 
information. 


B. Remaining Problems. 


It cannot be denied that problems of implementation would arise under 
such a plan. Inevitably there would be potential contractors who would 
refuse to bind themselves to such an agreement because the information 
in question is already in their possession or because they believe it to be 
already in the public domain and available to them from other sources. 
The information might be of such a nature that they would be unwilling 
to foreclose themselves from its use in the future even though it was in- 
applicable to their existing commercial processes. In addition, recipient 
contractors might object on the grounds that they could not avail them- 
selves of the information, except for purposes of the government contract, 
even though it might subsequently come into the possession of their com- 
petitors who could use it freely and with impunity. But it is suggested 
that the number of potential contractors who would decline government 
contracts because of objection to such a clause is not as great as the num- 
ber (and an ever increasing number) who are today refusing to perform 
government contracts because of the sacrifice of proprietary rights they 
are called on to make. 


Enforcement of rights would likewise not be without difficulty. The 
proof required to establish a violation or to defend a charge thereof could 
evoke substantial controversies. However, a well recognized legal con- 
cept is involved, that of the trade secret, and a formidable body of law 
has developed on the subject which should materially reduce the un- 
certainty as to the legal positions of the parties. Moreover, the originat- 
ing contractor has the benefit, in the sense of a third party beneficiary, of 
the express agreement that the recipient contractor will be liable to him 
for such misuse. 


The chief disadvantage of such a scheme lies in the possibilities for 
abuse through indiscriminate designation of proprietary rights in elements 
or components of the item under contract. It is this practice which 
would, of course, give rise to objections on the part of the recipient con- 
tractors who would thus be obligated to refrain from using information 
which might already be in their possession or be readily available from 
other sources, unless the contract was modified to the contrary. In ad- 
dition, the stage would be set for harassing litigation, if the originating 
contractor were so inclined. It is apparent that workability of such a plan 
depends in large measure on the self-imposed restraint of the contractor 
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both in identification of information to which he wishes to retain com- 
mercial rights and in assertion of those rights. 

To make effective this or any change in the regulations addressed to 
the technical information issue, there is needed a further ingredient that 
can only be supplied through administrative efforts. Perhaps not gener- 
ally recognized is the influential role played by the government engineer 
in formulating a government contract. It is the engineer having cogni- 
zance of the project who conveys to the contracting officer the type and 
extent of information required to be delivered with the end item of the 
contract, as well as what information is to be divulged to a potential con- 
tractor as the basis for a contract. The contracting officer is seldom in a 
position to question his judgment. Yet, despite his influence, the engineer 
is not made sufficiently aware of other considerations that should be im- 
plicit in his decisions. His recommendations are based on purely technical 
and partisan factors. 

To a large degree this situation is unavoidable and stems from a proper 
conservatism on the part of the engineer with respect to the information 
he will need for evaluation and subsequent procurement, as well as from 
a well advised disinclination of the contracting officer to interfere with 
technical decisions. But acquainting the engineer with the profound con- 
sequences that can arise from his decisions in this area will enable him to 
give weight to such considerations in making his recommendations. If the 
engineer can be induced in the proper case to curtail his requirement for 
manufacturing information, the problems which are occupying so much 
time and concern would arise with much less frequency. It is therefore 
necessary that the contracting officer, who is not always in a position to 
recognize a technical information problem when the completed contract 
forms are laid before him for signature, make special effort to inform his 
negotiators and project engineers of the implications of the problem and 
to emphasize that the Government’s policy is not effectuated by conduct 
which adheres to the ill-founded principle that the best deal for the Gov- 
ernment is the one involving the most sacrifice of the contractor. 

It is in no way suggested that the plan here advanced is a panacea for 
the complex problems associated with the Government's acquisition of 
technical information. Rather, it is offered as a fresh starting point from 
which greater progress toward a mutually satisfactory solution might be 
made than has been realized from the attempts of the past few years. 
It would appear that a logical area for solution of the technical informa- 
tion problem, as it may arise in its more serious aspects, is therefore to be 
found within industry itself, in the relationships between the companies 
perpetrating the injuries and those suffering the consequences thereof. 
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VII. Conclusion 


The problems surrounding the disposition of rights to technical in- 
formation delivered under military procurement contracts are inherently 
so complex and constituted of such basically conflicting interests as to be 
incapable of a completely satisfactory solution. Since the positions of the 
Government and of industry are so diametrically opposed, consideration of 
matters in this area often engenders a polarity in which proponents of 
each view congregate about the extreme. Both positions are entirely 
defensible when treated independently. 


The Government is obligated to obtain the full value for every dollar 
expended and must guard against the necessity of making multiple pay- 
ments for the same information in subsequent procurements. It must also 
remain free to buy the bargains rather than be tied through lack of in- 
formation to the contractor originating the information, as well as to dis- 
perse its production facilities in accordance with tactical and other con- 
siderations. For this reason the Government insists on receiving unlimited 
rights wherever possible in the technical information supplied by its con- 
tractors and requires that the information in most cases be sufficiently 
complete to enable manufacture therefrom. 


On the other hand, companies occupying places of prominence in their 
commercial fields often enjoy such a position by virtue of exclusive fea- 
tures in their operations as represented in patents and proprietary informa- 
tion. These companies, while primarily in business to compete in the 
commercial market, are understandably desirous of obtaining their share 
of government contracts; indeed, frequently companies with an active 
development program are particularly suited as government contractors. 
In contracting with the Government they are called on to surrender 
gratuitously the rights to trade secrets and manufacturing know-how 
which are themselves important factors in the company’s commercial 
success. When the Government, in the course of future procurement, 
transmits a company’s proprietary information to its competitors without 
restriction as to its commercial use, the recipient company is placed in a 
favored position, then possessing the manufacturing information of its 
competitor without the necessity of paying for its development. In this 
manner the competitive position of the originating company is subjected 
to injury through the agency of a government contract. Industry, for 
this reason, insists on retention of rights in technical information to the 
extent that i it was developed independently of the contract and, in many 
quarters, contends that all future procurement of the item should be car- 
ried out through the originating contractor, this being the only certain 
method for giving adequate protection to its proprietary information. 

The importance of technical information to industry has been mag- 
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nified in recent years by the increasing mortality of patents at the hands 
of the courts. It should not be expected that the express disavowal of 
the “flash of genius” doctrine in the Patent Act of 1952 will entirely re- 
verse this trend, since a like result is frequently achieved by simply raising 
the standard of aptitude represented by one “skilled in the art.” Manu- 
facturers therefore may be expected to ascribe continued significance to 
their technical information as embodied in trade secrets and know-how. 

Present regulations concerning military procurement afford no protec- 
tion to a contractor with respect to the information he delivers with his 
standard commercial items. In contracts for research and development 
the contractor may retain exclusive rights only to inventions incorporated 
into the end product which were in his possession prior to the contract 
and which are separable from those arising thereunder. Because of the 
perpetual inadequacy of research and development funds, the Govern- 
ment must frequently purchase such work with money designated by 
Congress for supply items. Then, in order to obtain the necessary rights 
to information developed under the contract the Government resorts to 
the definition of contracts to which the Patent Rights and Technical 
Data Clauses shall apply in terms of the nature of the work rather than 
the fiscal designation of the contract money as “research and develop- 
ment” or “supply.” This gives rise to an easy interpretation whereby a 
contracting officer often inserts the acquisitive clauses in supply contracts 
where only testing or minor modifications are involved. 

The most recently proposed revision to the ASPR purports to provide 
for acquisition of limited rights by the Government in technical informa- 
tion relating to a contractor’s standard commercial items which he de- 
livers under contract. These provisions are ineffectual, however, be- 
cause by fair interpretation they only undertake to limit the right of the 
recipient contractor in using the information on a subsequent government 
contract. No significant change is proposed with reference to research 
and development contracts. In effect, the proposed revision offers little 
in the way of concession to industry. 

In the Technical Data Clause of the existing regulations there is offered 
the possibility of interpreting the words as acknowledgment by the Gov- 
ernment that it is receiving information only for “governmental purposes” 
and that, by implication, it is bound in transmitting the information to 
append the same restriction. This view has never received a court test 
but even if sustained would not afford a lasting solution to the paramount 
questions in this area. 

The situation has solidified to a stalemate, and it is therefore appropriate 
that other approaches be considered if industry is to be relieved of the 
burdens of the present practices. It is suggested that at this time a new 
concept should be evaluated. In outline, the proposal would require the 
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contractor delivering information to the Government to identify that 
which he regards as proprietary and has previously endeavored to guard 
against disclosure. The Government would then, when it transmits such 
information for use in subsequent procurement from another contractor, 
insert a clause in that contract whereby the recipient contractor would 
agree to be liable over to the originating contractor for unauthorized use 
of the information other than pursuant to his contract with the Govern- 
ment. Such an arrangement would give the injured contractor an oppor- 
tunity for relief and would discourage acts leading to injury in the first 
instance. The Government would be free of administrative responsibili- 
ties and expense and would in many cases receive better and more com- 
plete information. The recipient contractor would be in no worse posi- 
tion than if he had never entered into the contract, but he would be fore- 
closed from use of information in his commercial business until released 
by the originating contractor. It is obvious that difficulties would arise in 
the matters of proof and enforcement, and that some companies would be 
unwilling to agree to a restriction on their rights to use information even 
though available from other sources at a later date. It is not intended to 
minimize the problems attending such an approach. But it is believed 
that the number of companies refusing government contracts because of 
provisions designed to effectuate this concept will certainly be no greater 
than those now declining contracts because of the potential loss to com- 
petitors of their proprietary information. 

No simple pronouncement of policy evincing a more liberal attitude 
toward industry’s technical information problems will suffice to assure a 
company of a more receptive ear at the bargaining table. Government 
procurement will continue to be administered by individuals charged 
with sobering responsibilities in the expenditure of the Government’s 
money, and they may be depended upon to conduct their negotiations 
with the same conservatism in respect to the Government's interests where 
the regulations give them the latitude to do so. However, an earnest at- 
tempt by the Government to apprise those on the firing line of military 
procurement, the negotiators and the cognizant technical personnel, of 
the profound implications of requiring more information than necessary, 
would serve to alleviate in some degree the development of problems in 
this area. 

The present emphasis on administration of Government on a business- 
like basis is to be looked on with favor and admiration. But in govern- 
ment procurement certain essential distinctions remain and must not be 
disregarded. In most procurement situations no single commercial enter- 
prise can match the bargaining power of the Government. If, then, the 
Government is to insist on driving the hardest possible bargain by requir- 
ing manufacturing information beyond its needs and securing maximum 
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rights thereto, injustices to individual companies are bound to result. It 
is the earnest hope of every citizen that the Government will obtain a 
dollar’s worth of defense for every defense dollar expended. However, 
there is indefensible circularity in the argument that in order to accom- 
plish this laudable objective the Government is obligated to obtain all it 
can get for its dollar. For the Government also has the obligation to 
conduct itself in the market place in such a manner that its tremendous in- 
fluence shall not be a source of injury to the basic instruments of the 


nation’s defense, which are collectively represented in the Government’s 
contractors. 


COUNTERCLAIMS AGAINST THE UNITED STATES 
UNDER THE TUCKER ACT: A DILEMMA 
FOR DEFENDANTS. 


Robert P. Casey* 
I. INTRODUCTION 


“The principle of immunity of a sovereign state from suit without 
its consent has a long history in our law,! yet there are many new 


* Research Editor, 1955-1956, The George Washington Law Review. B.A. 1953, 
College of the Holy Cross; J.D. 1956, The George Washington University. Admitted 
to the bar of Pennsylvania. 

1For a full discussion of the historical origins of the doctrine of sovereign im- 
munity, see Laski, Responsibility of the State in England, 32 Harv. L. Rev. 447 
(1919); Pugh, Historical Approach to the Doctrine of Sovereign Immunity, 13 
La. L. Rev. 476 (1953) ; Hearings Before a Subcommittee of the Senate Committee 
on the Judiciary on S. 2690, 76th Cong., 3d Sess. 5 (1940). Acceptance of the 
doctrine in this country received early opposition because it was said to be inconsistent 
with the theory of popular sovereignty on which a democracy is based. See the opinion 
of Mr. Chief Justice Jay in the famous case of Chisholm v. Georgia, 2 U.S. (2 Dall.) 
419, 471 (1793). This early opposition has continued to the present day. See Ellison, 
The United States Court of Claims: Keeper of the Nation’s Conscience For One 
Hundred Years, 24 Geo. Wasn. L. Rev. 251, 252 (1955). Despite this opposition, 
the doctrine has been accepted as a settled principle in our law ever since the case of 
Cohens v. Virginia, 19 U.S. (6 Wheat.) 264, 410 (1821). United States v. Clark, 
33 U.S. (8 Pet.) 436, 444 (1834); United States v. McLemore, 45 U.S. (4 How.) 
286 (1846) ; Hill v. United States, 50 U.S. (9 How.) 386 (1850); Murray’s Lessee 
v. Hoboken Land and Improvement Co., 59 U.S. (18 How.) 272, 283-84 (1856) ; 
Beers v. Arkansas, 61 U.S. (20 How.) 527, 529 (1857); THe Feperautst No. 81 
(Hamilton). But cf. Meigs v. McClung’s Lessee, 13 U.S. (9 Cranch) 11 (1815). 
However, this unqualified acceptance of the doctrine was not the product of critical 
analysis or reasoned judgment. As late as 1882, the Supreme Court itself was forced 
to admit that “. . . the principle [of sovereign immunity] has never been discussed 
or the reasons for it given, but it has always been treated as an established doctrine.” 
United States v. Lee, 106 U.S. 196, 207 (1882). For an article tracing the inroads 
which have been made into the doctrine with the passage of time, see, Note, Constitu- 
tional Law and the Decline of Sovereiqn Immunity, 25 N.Y.U.L. Rev. 872 (1950). 
As to the theoretical bases on which the doctrine rests, compare the analysis of Mr. 
Justice Holmes in Kawanankoa v. Polyblank, 205 U.S. 349, 353 (1907), with that of 
Mr. Justice Reed in United States v. Shaw, 309 U.S. 495, 501 (1940). 
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and unsettled problems in regard to its application in modern law 
today.” 2 


This statement taken from a well-known case is an apt characterization 
of the problem which this note will examine. The problem is relatively 
new and very definitely unsettled. In substance, it is this: the Tucker 
Act® gives the district courts concurrent jurisdiction with the Court of 
Claims of claims against the United States which fall within the categories 
enumerated in the act. Assuming that an individual has a claim against 
the United States which would fall within one of these categories, may 
he enforce that right by asserting it in the form of a counterclaim when 
the United States brings suit against him? Or is such a counterclaim 
beyond the jurisdiction of the district court, even though it could have 
been asserted in an original action in that court? 


The Federal Rules of Civil Procedure provide that a defendant must, 
under penalty of forfeiture, assert all counterclaims growing out of the 
same transaction giving rise to the plaintiff’s suit, and that he may assert 
any counterclaim growing out of a transaction different from the one 
on which the plaintiff sues. Federal Rule 13(d) provides that “these 





2 The Gloria, 286 Fed. 188, 192 (S.D.N.Y. 1923), aff'd sub nom. United States v. 
The Thekla, 266 U.S. 328 (1924). 

3 As used in this note, the term “Tucker Act” will refer only to §§ 1 and 2 of the 
+ act. 24 Strat. 505, c. 359 §§ 1, 2 (1887), as amended, 28 U.S.C. § 1346(a) (2), 

c). 

*Fep. R. Civ. P. 13(a), (b). When the sovereign voluntarily comes into court 
to assert its demands, the defendant may, without statutory authority, assert matter of 
recoupment by interposing a compulsory counterclaim under Rule 13(a). Bull v. 
United States, 295 U.S. 247 (1935); ResTATEMENT, JUDGMENTS 217 (1942). No 
affirmative judgment against the sovereign may be recovered on the compulsory 
counterclaim. Jn Re Monongahela Rye Liquors Inc., 141 F.2d 864 (3rd Cir. 1944) ; 
United States v. United States Fidelity and Guaranty Co., 309 U.S. 506 (1940). 
But cf. United States v. Finn, 127 F.Supp. 158 (S.D. Cal. 1954). However, a de- 
fendant is not entitled to plead a set-off against the sovereign by interposing a per- 
missive counterclaim under Rule 13(b) in the absence of statutory authority. United 
States v. Cantrall, 176 Fed. 949 (C.C.D. Ore. 1910) ; In Re Monongahela Rye Liquors 
Inc., 141 F.2d 864, 869 (3rd Cir. 1944). United States v. Wessell, Duval & Co., 115 
F.Supp. 678 (S.D.N.Y. 1953); 3 Moore, Feperat Practice § 13.02 (2d ed. 1948). 
Consent to the assertion of set-offs embodying claims for credits due from the United 
States was given in 1797. 1 Strat. 514-515 (1797), 28 U.S.C. § 2406 (1952). But 
it should be noted that when the Government seeks any type of relief other than the 
recovery of a money judgment, this statute provides no basis for the assertion of a 
set-off against it. See, e.g., In re Greenstreet, Inc., 209 F.2d 660, 667 (1954). At 
first, the statute of 1797 was given a liberal interpretation. United States v. Wilkins, 
19 U.S. (6 Wheat.) 135 (1821). Several early cases even held that an affirmative 
judgment could be recovered against the United States under the statute. United 
States v. Fillebrown, 32 U.S. (7 Pet.) 28 (1833); United States v. Ringgold, 33 
U.S. (8 Pet.) 150 (1834); United States v. Bank of Metropolis, 40 U.S. (15 Pet.) 
377 (1841). However, the Court beat a hasty retreat from this position in a group 
of cases holding that the statute did not authorize an affirmative judgment. Reeside 
v. Walker, 52 U.S. (11 How.) 272 (1850); De Groot v. United States, 72 U.S. 
(5 Wall.) 419 (1866); United States v. Eckford, 73 U.S. (6 Wall.) 484 (1867) ; 
Schaumberg v. United States, 103 U.S. 667 (1880) ; United States v. Shaw, 309 U.S. 
495 (1940). It should be noted that the United States may set-off and counterclaim 
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rules shall not be construed to enlarge beyond the limits now fixed b 
law the right to assert counterclaims . . . against the United States.” 
Thus, the rules leave it squarely up to the courts to “fix the limits” of a 
defendant’s right to counterclaim against the United States. 


It is a settled principle that a district court has no jurisdiction of an 
action against the United States in the absence of statute.5 This principle 
applies with equal force to counterclaims. Thus, a claim which could 
not be asserted as an original action against the United States, cannot be 
asserted as a counterclaim.’ Even when the sovereign consents to suit, 
it my attach such conditions to its consent as it deems fit, and the 





tie suit is brought against it, ‘al if ra court finds iu) is a balance owing the 
United States, an affirmative judgment for the balance may be entered in its favor. 
28 U.S.C. § 1346(c) (1952) ; United States v. Saunders, 79 Fed. 407 (1st Cir. 1897). 

An exception to these general rules regarding set-off and recoupment was established 
in the admiralty field by the leading case of United States v. The Thekla, 266 U.S. 
328 (1924). That case held that when the United States files a libel in admiralty 
against a vessel, it waives its sovereign immunity and consents to the entry of an 
affirmative judgment against itself on a cross-libel, even though there is no statutory 
basis for such a cross-libel. The Government argued that a claim which would not 
constitute a cause of action against the sovereign could not be asserted as a counter- 
jong Mr. Justice Holmes, speaking for a unanimous court, rejected that argument 
as follows: 


We... are of the opinion that the District Court had power to enter a 
decree for damages. When the United States comes into Court to assert a claim 
it so far takes the position of a private suitor as to agree by implication that 
justice may be done with regard to the subject matter. . . . the reasons are 
strong for not obstructing the application of natural justice against the Govern- 
ment by technical formulas when justice can be done without endangering any 
public interest. Jd. at 339-341. 


The doctrine of the Thekla case was confined to the field of maritime collisions by 
the Court in United States v. Shaw, 309 U.S. 495 (1940). However, it has been 
cited with increasing frequency in recent years outside the admiralty field. See, e.g., 
Lacy v. United States, 216 F.2d 223 (Sth Cir. 1954); United States v. Finn, 127 
F.Supp. 158 (S.D. Cal. 1954) ; cf. United States v. National City Bank, 83 F.2d 236 
(2d Cir. 1936), cert. denied, 299 U.S. 563; United States v. Moscow-Idaho Seed Co., 
92 F.2d 170 (9th Cir. 1937). For cases antedating the Thekla decision in the ad- 
miralty field, see The Siren, 74 U.S. (7 Wall.) 152 (1868); The Davis, 77 U.S. 
(10 Wall.) iS, 20, 21 (1869); The Nuestra Senora De Regia, 108 U.S. 92 (1882) ; 

The Paquete Habana, 189 U.S. 453 (1903) ; cf. The Western Maid, 257 U.S. 419, 432 
(1921). 

5 United States v. Clarke, 33 U.S. (8 Pet.) 436, 444 (1834). 


6 “The objection to a suit against the United States is fundamental, whether it be in 
the form of an original action or a set-off, or a counterclaim. Jurisdiction in either 
case does not exist unless there is specific congressional authority for it. Nor is 
there doubt that the question is one which involves the jurisdiction of the District 
Court as a federal court under the statutes of the United States, for the jurisdiction 
of the District Court in this regard is wholly dependent on such statutes.” Nassau 
Smelting Works v. United States, 266 U.S. 101, 106 (1924). 

7 United States v. Davidson, 139 F.2d 908 (Sth Cir. 1943) (counterclaim to fore- 
close tax lien); United States v. Dry Dock Savings Institution, 149 F.2d 917 (2d 
Cir. 1945) (counterclaim seeking to interplead United States and third party not 
allowable because it would have the effect of enjoining the action brought by the 
United States); United States v. Patterson, 206 F.2d 345 (5th Cir. 1953) (counter- 
claim for injunctive relief) ; United States v. Failla, 120 F.Supp. 797 (D.N.J. 1954) 
(dictum) (counterclaim seeking rescission of contract). Contra, United States v. 
The Thekla, 266 U.S. 328 (1924). 
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court’s jurisdiction is qualified accordingly. Thus, where a statute 
consents to suit in a specified amount, and the counterclaim exceeds the 
maximum amount authorized by the statute, the court has no jurisdiction 
over the counterclaim.® So also, where the sovereign, in a statute waiv- 
ing its immunity, designates a particular forum in which the action is to 
be brought, a claim under the statute may not be asserted as a counter- 
claim, even defensively, in any other court.‘° The same rule applies 
in a case where the statute specifically excepts the subject matter of the 
counterclaim from the jurisdiction of the court where it is pleaded." 


A counterclaim under the Tucker Act, which could have been en- 
forced by way of direct action in the district court where the United 
States sues, and which is within the jurisdictional limit specified in the 
act, violates none of these established principles. Despite frequent and 
vehement protests by writers,!* the traditional view has been that such 
a claim must be enforced by a direct action, and the court has no juris- 
diction over it when pleaded as a counterclaim. These cases have taken 
the position that a counterclaim seeking an affirmative judgment cannot 
be maintained against the sovereign unless it is “predicated on a claim 
to which the United States has given its statutory consent to be sued in 
the court where the counterclaim is interposed, and where this consent 


includes a counterclaim, as distinguished from an original action against 
the sovereign.” 


However, a pronounced reluctance to follow this view is evident in 
several recent decisions. The law on this subject is in a state of flux 
at the present time, but it is believed that a definite trend away from the 
traditional view is readily discernible in the cases. This note will ex- 
amine the bases which underlie the traditional rule, and the reasons 
which have led the courts to deviate from it, to some extent, in recent 
years. It is felt that this deviation is not only legally justifiable, but 


8 Beers v. Arkansas, 61 U.S. (20 How.) 527, 529 (1857). 


See, ¢.g., North Dakota-Montana Wheat Growers’ Ass’n. v. United States, 66 
F.2d 573 (8th Cir. 1933), cert. denied, 291 U.S. 672 (1934); United States v. Lennox 
ag aecana Co., 131 F.Supp. 717 (E.D.N.Y. 1954), aff'd, 225 F.2d 302 (2d 

ir. ; 

10 Nassau Smelting Works v. United States, 266 U.S. 101 (1924); United States 
v. Skinner and Eddy Corp., 35 F.2d 889 (9th Cir. 1929), cert. dismissed, 281 U.S. 770 
(1930) ; United States v. Hosteen Tse-Kesi, 191 F.2d 518 (10th Cir. 1951) (in each 
of the preceding cases, the statute in question vested exclusive jurisdiction in the 
Court of Claims; accordingly, it was held that the district court, where the counter- 
claims were pleaded, had no jurisdiction of them). 


11 United States v. Lauer, 45 F. Supp. 670 (E.D. Pa. 1942) (court had no juris- 
diction of counterclaim seeking compensation for services rendered as an employee 
of the United States, since the Tucker Act specifically excepted such claims from the 
jurisdiction of the district court). 

12 See, e.g., 3 Moore, FepERAL Practice § 13.29 (2d ed. 1948) ; 4 Fed. Rules Serv. 
898 (1941). 


13 3 Moore, op. cit. supra note 12, at § 13.28. 
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also practically desirable in a judicial system which prides itself on its 
ability to dispense justice in an expeditious and inexpensive manner. 


II. Tue Tucker Acr: Lecistative History AND THE RULE OF STRICT 
CONSTRUCTION 


The Tucker Act, which was passed on March 3, 1887,1* has changed 
but little to the present day.!® It confers on the district courts concurrent 
jurisdiction with the Court of Claims of “any . . . civil action or claim 
against the United States, not exceeding $10,000 in amount, founded 
either upon the Constitution or any Act of Congress, or any regulation 
of an executive department, or upon any express or implied contract 
with the United States, for liquidated or unliquidated damages in cases 
not sounding in tort.”!* In addition, it gives the United States the right 
to counterclaim when an action under the act is brought against it.!7 


The primary objective of the original act of 1887 was to relieve Con- 
gress of the burden of passing on the merit of countless private bills 
asserting claims against the Government.’® To effectuate this purpose, 
the bill enlarged the jurisdiction of the Court of Claims,”® and also gave 
the circuit and district courts concurrent jurisdiction with the Court 
of Claims where the amount of the claim was less than $10,000.2° The 





1424 Srat. 505 (1887). For a summary of other statutes in which sovereign im- 
munity is waived, see United States v. Pfitsch, 256 U.S. 547 (1921); Harr anp 
WECHSLER, THE FEDERAL CouRTS AND THE FEDERAL SysTEM 1150 (1953). 


15 The only change which has any importance in this discussion is one made in 
1948. The original Act gave the circuit and district courts concurrent jurisdiction of 
“all claims” within the categories enumerated in the Act. In the revision of the 
Judicial Code which took place in 1948, this language was changed to read “any civil 
action or claim”. No reason was given for the change, unless it was embraced within 
the statement in the House Report to the effect that “minor changes were made in 
phraseology”. H.R. Rep. No. 308, 80th Cong., Ist Sess. 123 (1947). 

16 28 U.S.C. § 1346(a) (2) (1952). 


17 The provision giving the United States the right to counterclaim first appeared 
in the Act of March 3, 1863, 12 Star. 765, c. 92, § 3, which had amended the original 
Court of Claims Act. 10 Star. 612 (1855). The Tucker Act incorporated this pro- 
vision from the 1863 Act without change. 

18 During debate on the Conference Report in the House, Rep. Tucker stated: 
“... our whole purpose [in enacting the bill] was to leave off the Calendar of this 
House a large mass of private claims which were encumbering our business and pre- 
venting our discharging our duties to the great public interests of the country.” 18 
Conc. Rec. 2678 (1887). The same sentiments are voiced in the House Report. 
H. R. Rep. No. 1077, 49th Cong., Ist Sess. 4, 5 (1886). 

19 One of the major changes in the jurisdiction of the Court of Claims was the ad- 
dition of “claims founded upon the Constitution of the United States.” For a de- 
tailed treatment of changes made by the Tucker Act in the jurisdiction of the Court 
of Claims, see United States v. Jones, 131 U.S. 1, 15-18 (1889); Dooley v. United 
States, 182 U.S. 222, 223-24 (1901); Lynah v. United States, 188 U.S. 445 (1903) ; 
H.R. Rep. No. 1077, 49th Cong., Ist Sess. 4 (1886). 

20 The original act of 1887 gave the district court concurrent jurisdiction with the 
Court of Claims of claims under $1000, and the circuit courts concurrent jurisdiction 
with the Court of Claims of claims between $1000 and $10,000. _In 1911, the. Judicial 
Code was revised and the circuit courts abolished. In this revision, the district court 
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purpose of the latter provision was to allow an individual to settle his 
claim against the Government in the district where he resided, without 
putting him to the expense and inconvenience of coming to Washington 
to sue in the Court of Claims.2! There were some members of Congress 
who protested that the $10,000 limit was undesirable, and that the district 
court’s jurisdiction should be unlimited in amount.?* However, the 
framers of the bill thought it best to limit the district court’s jurisdiction 
to claims which did not exceed $10,000.2% 

Despite the importance of the bill, its course through Congress was 
marked by very little debate.** For this reason, the legislative history 
of the original bill is of little help in ascertaining legislative intent.2> The 
provision conferring concurrent jurisdiction on the district courts was 
scarcely mentioned. Hence, the question of whether the Tucker Act 
provides jurisdictional basis for the assertion of a counterclaim is not 
answered one way or the other in the legislative history of the original 
act. 

Although the act is phrased in very broad language,”* it has been strictly 
interpreted from the first days of its existence.” Except for occasional 
dicta to the effect that the act is remedial, and should be liberally con- 
strued,”* this strict construction has persisted. The only justification 
which the courts have been able to muster for such action is the out- 





was given concurrent jurisdiction with the Court of Claims of all claims not in excess 
of $10,000. Act of March 3, 1911, c. 231, § 24 para. 20, 36 Srar. 1093. This division 
of jurisdiction has been followed to date. 28 U.S.C. § 1346(a) (2) (1952). 

21 New York and O.S.S. Co. v. United States, 202 Fed. 311, 312 (S.D.N.Y. 1912), 
aff'd, 216 Fed. 61 (2d Cir. 1914). 


22 This position was taken by Rep. Breckenridge of Kentucky during the debate in 
the House. 18 Conc. Rec. 624 (1887). 

23 Rep. Tucker answered Breckenridge’s argument as follows: “Upon full con- 
sideration by the committee it was thought where a claim exceeded $10,000 it would 
be better and safer for the Government [that] it should be [presented] where the 
head of the Department may be present to protect the Government.” 18 Conc. Rec. 624 
(1887). 

24 See the remarks of Rep. Townshend of Illinois in the House debate on the Con- 
ference Report. 18 Conc. Rec. 2679 (1887). 


25 Any attempt to ascertain legislative intent is further hampered by the fact that 
the members of Congress themselves were in violent disagreement as to the meaning 
of the language of the act. Rep. Gilfillan remarked during the course of debate on the 
Conference Report: “Whatever may be the proper construction of this bill—and 
there seems to be a great deal of controversy among members participating in this 
discussion as to what it means... .” 18 Conc. Rec. 2680 (1887). 

26“. | . Congress passed the Tucker Act, manifestly intending to provide adequate 
opportunity for expeditious and orderly determination of claims against the Govern- 
ment.” Bates Manufacturing Co. v. United States, 303 U.S. 567, 571 (1938). 


27 See, ¢.g., United States v. Jones, 131 U.S. 1, 20 (1889); Mr. Justice Miller 
dissenting, stated: “It is clear to me that Congress intended by this act to enlarge 
very materially the right of suit against the United States, [and] to facilitate this 
right by allowing suits to be brought in the Circuit and District Courts where the 
parties resided... .” g 

28 Baltimore Mail Steamship Co. v. United States, 76 F.2d 582, 584 (4th Cir.) 
cert. denied, 296 U.S. 595 (1935). 
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moded maxim that “statutes waiving sovereign immunity must be strictly 
construed.” This predilection for strict construction on the part of the 
courts is very marked when a defendant tries to counterclaim against 
the Government under the Tucker Act, as the cases now to be discussed 
will illustrate. 


Ill. Tue Cases 


The body of the case law which holds that the Tucker Act does not 
provide jurisdictional basis for the assertion of a counterclaim in a 
district court is traceable to two leading cases in the field. United States 
v. Nipissing Mines Co.,*° which directly passed on the issue, is one of 
these. The other case, which did not directly pass on the issue, is United 
States v. Shaw.*} 

In the Nipissing Mines case, the Government sued to recover $8,534.68, 
a corporation tax which the defendant allegedly owed. A counterclaim 
was interposed by the defendant, seeking an affirmative judgment for 
$5,188.62, representing a previous overpayment of tax. The trial court 
dismissed the Government’s action and directed a verdict for the de- 
fendant on the counterclaim. On appeal, the lower court’s action in 
awarding an affirmative judgment on the counterclaim was held to be 


29 United States v. Sherwood, 312 U.S. 584, 590-91 (1941). But cf. United States 
v. Causby, 328 U.S. 256 (1946). 


30 206 Fed. 431 (2d Cir. 1913), cert. dismissed, 234 U.S. 765 (1914). 


31 309 U.S. 495 (1940). Two other decisions which have also exerted considerable 
influence in the development of the law in this area are United States v. United States 
Fidelity and Guaranty Co., 309 U.S. 506 (1940), and Nassau Smelting Work, Ltd. v. 
United States, 266 U.S. 101 (1924). In the United States Fidelity and Guaranty 
Company case, the United States had filed a claim on behalf of certain Indian tribes 
against a debtor in a reorganization proceeding in a federal court in Missouri. The 
debtor counterclaimed under a statute permitting the assertion of counterclaims against 
the Indians “in any United States court in the Indian territory.” The Missouri court 
granted an affirmative judgment in favor of the debtor on his counterclaim. Since the 
federal court in Missouri was not in the Indian territory, the Supreme Court held 
that the Missouri court’s attempt to decree an affirmative judgment on the counter- 
claim was void, since it was beyond the jurisdiction conferred by the statute. Hence 
the judgment was held to be subject to collateral attack in a later proceeding in a 
federal court in Oklahoma. 

The Nassau Smelting case was one in which the defendant filed a counterclaim in 
the district court under the Dent Act, which vested exclusive jurisdiction of all claims 
in the Court of Claims. The Supreme Court affirmed the district court’s dismissal 
of the counterclaim on the ground that the district court had no jurisdiction of any 
claim under the Dent Act, since exclusive jurisdiction was vested in the Court of 
Claims. The Court expressly declined to pass on the question of whether the “general 
language” of the Tucker Act permitted a counterclaim. 

Thus, in both of these cases, the defendant pleaded his counterclaim in the wrong 
court. Because of the fact that later cases have tended to equate the holding in the 
Shaw case with those of the Nassau Smelting and United States Fidelity and Guaranty 
Company cases, only the Shaw case will be treated in detail. Clarity as well as brevity 
make such a course mandatory. However, it should be noted that in practically every 
case discussed hereafter in which the Shaw case was cited, the Nassau Smelting and 
United States Fidelity and Guaranty Company cases were also relied upon by the 
court, and their importance in this field should not be minimized. 
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erroneous. After first holding that the statute which allowed a defendant 
to set-off an amount equal to the Government’s claim? did not authorize 
the entry of an affirmative judgment on a counterclaim, the court stated: 


Moreover, in our opinion, the Tucker Act of 1887 which gives 
the District Courts jurisdiction over certain suits against the United 
States, is not broad enough to permit the recovery of demands 
upon counterclaims. We think that that statute refers to original 
suits and prescribes procedure inconsistent with its use as the basis 
of a counterclaim.*? 


In the Shaw case the Government had obtained a judgment against 
McLouth, a government contractor, and filed a claim on this judgment 
in the Michigan probate court where McLouth’s estate was being ad- 
ministered. The administrator, Shaw, having presented a claim which 
McLouth had against the Government to the General Accounting Office 
without success, sought to set-off that claim against the judgment of the 
United States. Jurisdiction for the cross-claim was predicated on a 
Michigan statute which gave the administrator of any decedent the right 
to set-off any claims the decedent had against creditors who asserted 
claims against him. The probate court found that the claim of the United 
States amounted to $49,442.41, and that of the administrator to $73,071.38. 
Accordingly, judgment for the difference, $23,628.97, was entered against 
the United States. The Supreme Court of Michigan affirmed the pro- 
bate court’s judgment. The Supreme Court of the United States, speak- 
ing through Mr. Justice Reed, reversed this ruling, holding that the 
United States, by filing a claim against an estate in a state probate pro- 
ceeding, did not consent to the allowance of a cross claim against itself 
in excess of the amount necessary to cancel out the Government’s claim. 

In commenting on the doctrine of sovereign immunity, Mr. Justice 
Reed stated: 


A sense of justice has brought a progressive relaxation by legis- 
lative enactment of the rigor of the immunity rule. . . . Specially 
designated claims against the United States may be sued upon in 
the Court of Claims or the district courts under the Tucker Act. 
Special government activities, set apart as corporations or individual 
agencies, have been made suable freely. When authority is given 
it is liberally construed. As to these matters no controversy exists.* 


This statement clearly indicates that the Court had no intention of 
ruling on a case involving the situation where a defendant pleads a coun- 











82 28 U.S.C. § 2406 (1952). 


33 206 Fed. 431, 434 (2d Cir. 1913), cert. dismissed, 234 U.S. 765 (1914). 
34 309 U.S. 495, 501 (1940). 
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terclaim under the Tucker Act, which could have been enforced by a 
direct action.** However, later in the opinion a statement appears which 
has caused confusion in subsequent cases as to the scope of the Court’s 
ruling in the Shaw case, and has caused some district courts to hold that 
the Tucker Act affords no jurisdictional basis for the assertion of a 
counterclaim. In the process of distinguishing the Thekla case, the court 
stated: 


It is not our right to extend the waiver of sovereign immunity 
more broadly than has been directed by the Congress. We, of 
course, intimate no opinion as to the rep of further changes. 
That is immaterial. Against the background of complete immunity, 
we find no Congressional action modifying the immunity rule in 
favor of cross-actions beyond the amount necessary as set-off.** 


This latter statement has been interpreted by the lower courts to mean 
that the Tucker Act should be strictly construed, and that when the 
Congress said that the district court was to have concurrent jurisdiction 
with the Court of Claims of “all claims” arising in certain enumerated 
situations, the legislature did not intend to mean by “all claims” counter- 
claims which a party might have against the United States. The de- 
termination of the ultimate question of whether the district court has 
jurisdiction of a counterclaim under the Tucker Act must be arrived 
at by the process of statutory interpretation. Thus, the fact that the 
lower courts have interpreted the statement of Mr. Justice Reed to be 
a mandate requiring a strict construction of the Tucker Act is what has 
made the Shaw case such a potent force in this area of the law. 

With the Shaw and Nipissing Mines cases as the nucleus, a body of 
case law has developed which holds that a district court has no jurisdic- 
tion of a counterclaim under the Tucker Act. In addition to reliance 
on these two decisions, several courts have felt that, as a matter of 
statutory construction, the Tucker Act affords no jurisdictional basis for 
the assertion of a counterclaim seeking an affirmative judgment against 
the United States. The foundation for this argument is the fact that 
the Tucker Act expressly gives the United States the right to counter- 


35 In the companion case of United States v. United States Fidelity and Guaranty 
Co., 309 U.S. 506 (1940), Mr. Justice Reed also wrote the Court’s opinion. In that 
case he stated: “In United States v. Shaw we hold that cross-claims against the 
United States are justiciable only in those courts where Congress has consented to 
their consideration. Proceedings upon them are governed by the same rules as direct 
suits.” Jd. at 512. And in a recent decision involving the immunity of a foreign 
sovereign from a counterclaim, Mr. Justice Reed stated in the course of his dissent 
that “. . . there is no tenable distinction between the set off of an unrelated claim, 
a proceeding for a judgment over on a counterclaim, and a direct suit against a 
foreign sovereign. .. .” National City Bank v. Republic of China, 348 U.S. 356, 369n 
(1955). 


36 Td. at 502 (1940). 
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claim when sued by an individual,** but no reciprocal right to counter- 
claim is given to the individual when he is sued by the United States. 


A. The Nipissing Mines Case and its Progeny 


The influence which the Nipissing Mines case has exerted in the 
Second Circuit is illustrated by the recent case of Graske v. Johnson.5* 
In that case the plaintiff brought suit against the Collector of Internal 
Revenue to recover an overpayment of income tax. The United States 
intervened and asserted a claim against the plaintiff for an alleged balance 
of income tax due for the year 1945 in the amount of $680.63. Plaintiff 
answered and set forth a compulsory counterclaim for $29.97, representing 
an alleged overpayment on his tax for 1945. The United States moved to 
dismiss the counterclaim. It was conceded by the court that the counter- 
claim embodied a claim on which the United States, by the Tucker Act, 
had consented to be sued in an original action in the District Court. 

After noting the conflict of authority on the point, the court pro- 
ceeded to weigh the considerations in favor of taking jurisdiction over 
the counterclaim. The court first noted that in recent years statutes 
waiving sovereign immunity from suit have been broadly and liberally 
construed. Secondly, the court conceded that it was desirable to avoid 
multiplicity of litigation, especially where both claims arose out of the 
same transaction. Notwithstanding these influential considerations the 
court considered itself bound by the Nipissing Mines case and dismissed 
the counterclaims.®® 

Moreover, the influence of the Nipissing Mines case has not been 
restricted to the Second Circuit. Recent decisions by federal courts in 
Illinois*® and Arkansas*! have relied on the Nipissing Mines case in hold- 





8728 U.S.C. § 1346(c) (1952). 

38 97 F.Supp. 678 (S.D.N.Y. 1951). 

39 Accord, United States v. Wessel, Duval and Company, 115 F.Supp. 678, 686 
(S.D.N.Y. 1953) (“Under the decisions in this Circuit, however, the Tucker Act 
cannot serve as authority for a counterclaim against the Government.”) Compare 
United States v. American Surety Co., 25 F.Supp. 700, 702 (E.D.N.Y. 1938), aff'd, 
142 F.2d 726 (2d Cir. 1944); United States v. Stephanidis, 41 F.2d 958, 959 
(E.D.N.Y. 1930). In the American Surety Company case, the district court re- 
jected the Government’s contention that the Tucker Act was not broad enough to per- 
mit the assertion of a counterclaim against the United States in the following 
language: “While the United States may not be sued without its consent . . . it may 
be subjected to suit where Congress has granted permission. The claim which the 
intervening defendant seeks to assert against the United States falls within the per- 
mission granted by Title 28 U.S.C.A. § 41 (20) [the Tucker Act].” On appeal, the 
issue of the lower court’s jurisdiction over the counterclaim was not raised by the 
Government and was therefore not before the court. 

40 United States v. Joseph Behr and Sons, 110 F.Supp. 286 (N.D. IIl. 1953). 

41 United States v. Lashlee, 105 F.Supp. 184 (W.D. Ark. 1952). In the Lashlee 
case, the court held that consent to sue the United States will never be implied. 
Compare the statement of Mr. Justice Douglas in United States v. Hellard, 322 U.S. 
363, 368-9 (1944), that “. . . authorization to bring an action involving restricted 
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ing that the Tucker Act was not broad enough to permit the assertion 
of counterclaims, despite the fact that the cause of action which each 
embraced could unquestionably have been asserted as an original action 
in the same court where the counterclaim was pleaded. 

The rationale of these cases is clearly stated in a recent decision in the 
Fifth Circuit.42 There, the United States instituted an action to condemn 
land for floodway purposes. Defendant counterclaimed, alleging that the 
United States, in addition to the land described in the petition for con- 
demnation, had taken adjacent land belonging to him for which he was 
entitled to compensation under the Fifth Amendment to the Constitution. 
The court granted the Government’s motion to dismiss the counterclaim, 
stating: 


The counterclaim filed herein by the defendant . . . sets up a 
claim against the United States in a manner and in a court in which 
the United States has not consented to be sued. United States v. 
Shaw, 309 U.S. 495... . It may well be that this claim can be brought 
against the United States under the Tucker Act . . . but not in this 
court nor in these proceedings. United States v. Nipissing Mines 
Co.4* 


B. Conflicting Interpretations of the Shaw Case 


The cases are in hopeless confusion on the question of whether the 
Shaw case should be regarded as a barrier to the court’s assumption of 
jurisdiction of a counterclaim which could have been enforced by a 
direct suit under the Tucker Act. One case which gave an affirmative 
answer to this question is United States v. State Bridge Commission.* 
Defendant leased certain premises to the United States for use as a customs 
house. The lease was for a period of one year, and the Government 
paid the rent for eleven months but refused to pay the rent for the 
twelfth month, amounting to $458.33. 

The United States then brought this action to recover the rent it had 
paid to defendant under the lease, alleging that the lease was invalid 
because not authorized by law, and executed in violation of statute. De- 
fendant filed a compulsory counterclaim to recover the rent for the 
twelfth month. 

After dismissing the Government’s action on the ground that the lease 





[ Indian] lands ‘confers by implication permission to sue the United States’ 
but since the state court . . . was given jurisdiction to partition, consent [by the United 
States] to be sued in the state court may be implied.” 

42 United States v. 9 Acres of Land, 100 F.Supp. 378 (E.D. La. 1951), aff’d, 197 
F.2d 1022 (Sth Cir.), cert. denied, 344 U.S. 885 (1952). 

483 Id. at 378. 
44 109 F.Supp. 690 (E.D. Mich. 1953). 
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was valid, the court then proceeded to dismiss the counterclaim, reasoning 
that the United States, by filing suit, did not subject itself to the allowance 
of a counterclaim. Relying squarely on the Shaw case, the court stated: 


The United States may be sued only to the extent it has con- 
sented to be sued, and there appears to be no congressional authority 
modifying the immunity rule in favor of cross-actions beyond the 
amount necessary as a set-off. United States v. Shaw, 309 US. 
495, 502... ™® 


Another interpretation placed on the holding in the Shaw case is found 
in United States v. Biggs.*® The defendant in that case had contracted 
with the United States to construct a post office, and had posted a bond 
as required by statute to insure payment to the subcontractors on the 
job. The United States brought an action on the bond to the use of the 
subcontractor. Defendant filed a compulsory counterclaim for $7,718.15, 
representing a balance owed by the United States on the contract. De- 
fendant relied on the Tucker Act as the jurisdictional basis for the 
counterclaim. The court granted the Government’s motion to dismiss 
the counterclaim, relying on the Shaw case for the proposition that “the 
court has no jurisdiction to render an affirmative judgment against the 
United States on a counterclaim.” Hence, if the court took jurisdiction, 
and rendered judgment on counterclaim, it would “exceed its specifically 


defined jurisdiction of suits against the United States under the Tucker 
Act.” 47 


Directly contrary to the interpretation of the Shaw case decided upon 
in the foregoing cases, (which seems to be that a district court has no 
jurisdiction of a counterclaim under the Tucker Act), is the interpreta- 
tion of the Shaw case by the court in the case of United States v. Patter- 
son.*® In this litigation the United States brought an action to recover 
damages for removal of timber from its property; for a decree that it 
was the titleholder of the property from which the timber had been 
removed; and for an injunction restraining the defendants from tres- 
passing thereon. One of the defendants filed a counterclaim alleging 


45 Id. at 695. See also In re Greenstreet, Inc., 209 F.2d 660, 664 (7th Cir. 1954); 
United States v. Failla, 120 F. Supp. 797 (D.N.J. 1954). A dictum in the Greenstreet 
case interpreted the Shaw case as standing for the broad proposition that the United 
States, by instituting a civil action, “. . . does not thereby consent to an affirmative 
judgment or a counterclaim.” 

4646 F.Supp. 8 (E.D. Ill, 1942). Contra, United States v. American Surety Co., 
25 F.Supp. 700 (E.D.N.Y. 1930), aff'd, 142 F.2d 726 (2d Cir. 1944). 


47 Jd. at 11. In United States v. Lauer, 45 F.Supp. 670 (E.D. Pa. 1942) the court 
in a dictum interpreted the Shaw case as standing for the proposition that the court 
had no jurisdiction of a claim against the sovereign, whether in the form of an 
original action or a counterclaim, in the absence of express statutory authority. See 
also, Mitchell v. Floyd Pappin and Son, 122 F.Supp. 755 (D. Mont. 1954). 

48 206 F.2d 345 (Sth Cir. 1953). 
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that the United States was guilty of trespassing on his property, and 
prayed for an injunction restraining further trespasses by the Govern- 
ment. The defendant later moved for a directed verdict, which was 
granted, thus enjoining the government from further trespasses. 

On appeal, this judgment was reversed, the court holding that there 
were issues in the case which should have been submitted to the jury. 


As to the injunction which defendant sought in its counterclaim, the 
court stated: 


While the rule has been broadly stated that the United States, by 
the institution of a civil action, submits to the court’s jurisdiction 
in respect to a counterclaim properly assertable as a defense in a 
similar suit between private litigants, it is now well settled that the 
United States does not waive its sovereign immunity by the institu- 
tion of an action and does not become subject to an affirmative 
judgment, at least to a counterclaim which could not have been 
asserted against it in an original action. United States v. Shaw.*® 


And in another recent decision,®° the court interpreted the Shaw case 
as standing for 


. . . the well-established principle that the sovereign cannot be 
sued without its consent, with its concommitant [sic] that it is 
not subject to counterclaim except where, by legislative consent, 
an independent action could have been brought against the govern- 
ment. United States v. Shaw, 309 U.S. 495... .5! 


IV. THe ARGUMENT Basep on StaTuToRY CONSTRUCTION 


The argument in favor of refusing jurisdiction based on statutory 
construction is well exemplified in the case of United States v. Wissahickon 
Tool Works.*? The Government sued under the Renegotiation Act to 
recover excessive profits made by defendants on contracts with the 
Government. A counterclaim was filed seeking refunds of income and 
excess profits taxes. The counterclaim was for an amount less than 


$10,000 and would have been maintainable as an original action under 
the Tucker Act. 


49 Td. at 348. Accord, Davidson v. United States, 139 F.2d 908 (5th Cir. 1943). 
See also United States v. Dry Dock Savings Institution, 149 F.2d 917 (2d Cir. 1945), 
where the same interpretation of the rule was announced; United States v. Merchants 
Transfer and Storage Co., 144 F.2d 324 (9th Cir. 1944); United States v. Hosteen 
Tse-Kesi, 191 F.2d 518 (10th Cir. 1951) (dictum). 


50 United States v. Waylyn Corp., 130 F.Supp. 783 (D. Puerto Rico 1955), aff’d, 231 
F.2d 544 (1st Cir. 1956). 


51 Id. at 785. 
5284 F.Supp. 896 (S.D.N.Y. 1949), aff'd, 200 F.2d 936 (2d Cir. 1952). 
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The court took jurisdiction only to the extent of allowing the counter- 
claim as a set-off to reduce the claim of the United States. After first 
stating that the Tucker Act expressly gave the United States the right to 
counterclaim when sued by an individual,®* the court remarked: 


There is no reciprocal provision authorizing counterclaims against 
the United States in actions in which the United States is plaintiff, 
and it appears to be settled that although a claim may be of such 
a character that an original suit might be brought on it against the 
United States, the provisions authorizing such a suit are not broad 
enough to authorize the assertion of the claim as a counterclaim in 
so far as it seeks to recover an affirmative judgment against the 
United States. United States v. Nipissing Mines Co. . . . United 
States v. Shaw. . . .54 


A valuable case which combines the various arguments against a dis- 
trict court’s assumption of jurisdiction over a Tucker Act counterclaim 
is United States v. Double Bend Mfg. Co.*> There the Government 
sued to recover the purchase price of goods which defendant had con- 
tracted to buy. Defendant filed a compulsory counterclaim for the 
Government’s breach of the same contract in shipping the goods to the 
wrong place. It was conceded that the counterclaim could have been as- 
serted in an original action under the Tucker Act. The court granted the 
Government’s motion for dismissal of the counterclaim. It noted that the 
Nipissing Mines case embodied the rule which still prevailed in the 
Second Circuit, and frankly conceded that the Shaw case “failed to rule 
on the specific question here presented.”®* In addition to its reliance on 
the Nipissing Mines case, the court endorsed the argument that statutory 
construction militated against its taking jurisdiction, since the Tucker 
Act specifically gave the United States the right to counterclaim against 
an individual, but gave the latter no reciprocal right.*” 

Another consideration deemed pertinent by the court was the fact that 
several cases interpreting the Federal Tort Claims Act®* had taken a very 


53 28 U.S.C. § 1346(c) (1952). 

5484 F.Supp at 902 (S.D.N.Y. 1949), aff’d, 200 F.2d 936 (2d Cir. 1952). Accord, 
United States v. Boris, 122 F.Supp. 936 (E.D. Pa. 1954). Another argument which 
has been made is that when the United States starts an action in the district court, 
the court is not “sitting as a court of claims” under express statutory authority to 
render an affirmative judgment against the United States. Therefore, the court 
should refuse to take jurisdiction of a counterclaim relying on the Tucker Act as its 
jurisdictional basis. See, ¢.g., Note, Governmental Immunity From Counterclaims, 50 
Corum. L. Rev. 505, 514 (1950). This argument, too finely spun to be of any sub- 
stance, has not been considered influential by the courts, and will not be considered 
in this note. 

55114 F.Supp. 750 (S.D.N.Y. 1953), 40 Va. L. Rev. 67 (1954). 

56 Jd. at 751. 

57 [bid. 

58 28 U.S.C. §§ 2671-2680, § 1346(b) (1952). 
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liberal view on this question of counterclaims against the United States. 
In refusing to follow that liberal tendency, the court stated: 


In recent years, a more liberal view has been adopted toward 
statutes such as the Federal Tort Claims Act, which in certain 
cases waive governmental immunity from suit. . . . In deciding 
whether a counterclaim could be set up against the United States 
in a contract action, the Supreme Court in the Shaw case, while 
failing to rule on the specific question here presented, said that 
“We find no congressional action modifying the immunity rule 
in favor of cross-actions beyond the amount necessary as a set-off” 
. . . While there may be found in the history of the Federal Tort 
Claims Act justification for allowing certain counterclaims against 
the United States, this court will not at this date read into the 
Tucker Act a similar authorization.®® 


V. CounTercLaims UNpeR THE FeperAL Torr Crams Act: 
Tue Ap’ent oF LIBERALITY 


When the Federal Tort Claims Act®® was passed in 1946, it was quite 
natural for Congress to draw on prior legislation waiving sovereign im- 
munity. Hence, section 411 provided that “. . . the same provisions for 
counterclaim and set-off . . . shall be applicable as in cases brought in 
the district court under the [Tucker Act].”® In addition, the follow- 
ing statement appeared in the legislative history of the FTCA: 


It is intended that the district courts in exercising jurisdiction 
under this title shall exercise essentially the same type of jurisdiction 
as district courts exercise concurrently with the Court of Claims of 
the United States under the Tucker Act. .. . The bill therefore does 
not permit any person to be joined as a defendant with the United 
States and does not lift the immunity of the United States from 
tort actions except as jurisdiction is specifically conferred upon the 
district courts by this bill. See United States v. Sherwood, 312 
US. 584 (1941); Lynn v. United States, 110 F.2d 586, 588 (C.A.A. 
5th, 1940)... . The phrase as a court of claims in section 301 of the 
Senate bill, was deleted as surplusage.® 





59 114 F.Supp. at 750-51. 

60 28 U.S.C. §§ 2671-2680, § 1346(b) (1952). In 1948, the basic provisions of the 
Federal Tort Claims Act and the Tucker Act were combined into § 1346 of Title 28 
of the United States Code. It is interesting to note that the Tucker Act, as originally 
drafted in the House, permitted a claimant to sue the Government in tort. H.R. REp. 
No. 1077, 49th Cong., Ist Sess., 3, 4 (1886) ; 18 Conc. Rec. 622 (1887). The words 
“in cases not sounding in tort” were added by the Senate Committee on Claims, and 
the bill was passed in this form. 18 Conc. Rec. 2175 (1887). 

6160 Stat. 844 (1946), 28 U.S.C. § 1346(c) (1952). 


62 H.R. Rep. No. 1287, 79th Cong., Ist Sess., 5 (1945). To the same effect, see 
Hearings Before The House Committee On The Judiciary on H.R. 5373 and H:R. 
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Based on the original language of section 411 of the act, and this excerpt 
from the legislative history, it would seem to follow that a district court 
would have no jurisdiction of a counterclaim asserted under the FTCA, 
since there was no specific provision in the act giving an individual the 
right to counterclaim,® and opinions to that effect were made by some 
observers.* 


But such has not been the case. The overwhelming majority of the 
cases which have considered the question to date have held that when 
the United States voluntarily sues, the defendant may assert a compulsory 


counterclaim under the FTCA and recover an affirmative judgment 
thereon. 


This startling reversal in judicial attitude toward counterclaims against 
the United States is mainly traceable to the leading case of United States 
v. Yellow Cab Co.,® which held that a defendant in a negligence action 
was permitted under the FTCA to implead the United States for con- 
tribution as a joint tortfeasor. Neither the right to sue the United States 
for contribution, nor the right to implead the United States was ex- 
pressly conferred by the FTCA. 


Implied authority to sue the United States for contribution was found 
in the “clearly defined breadth of purpose” of the FTCA. Because of 
this purpose it would be “inconsistent to whittle it down by refine- 
ments,” said the Court.** 


The Court approved the following statement by Mr. Justice Cardozo: 


The exemption of the sovereign from suit involves hardship 
enough where consent has been withheld. We are not to add to 


its rigor by refinement of construction where consent has been an- 
nounced.** 





6463, 77th Cong., 24 en 21 (1942). Coe the case of Englehardt v. United 
States, 60 F.Supp. 451 (D. Md. 1947), a case interpreting the FTCA, where the court 
refused to apply the Sherwood case, since the Tucker Act had “a very different his- 
tory, and was intended to apply to quite different situations”, and was therefore of no 
help in interpreting the FTCA 

63 The FTCA gave the district court “exclusive jurisdiction of civil actions on 
claims against the United States for money damages . . . for injury or loss of property, 
or personal injury or death caused by the negligent or wrongful act or omission of 
any employee of the Government. . . under circumstances where the United States, 
if a private person, would be liable to the claimant in accordance with the law of the 
place where the act or omission occurred.” 28 U.S.C. § 1346(b) (1952). 


64 See, ¢.g., Note, Federal Tort Claims Act, 56 Yate L.J. 534, 553-556 (1947). 
There the author advances the opinion that a district court should not have juris- 
diction over a counterclaim under the FTCA because when the United States brings 
the action, the court is not “sitting as a court of claims without a jury.’ 


65 340 U.S. 543 (1951). 
66 Jd. at 550. 
87 Td. at 554. 
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And, once having concluded that the FTCA contains implicit authority 
to sue the United States for contribution, the Court continued: 


. . . we should not, by refinement of construction, limit that 
consent to cases where the procedure is by separate action and 
deny it where the same relief is sought in a third party action. As 
applied to the state of New York, Judge Cardozo said in language 
which is apt here: “No sensible reason can be imagined why the 
State, having consented to be sued, should thus paralyze the 
remedy.”6 


Even prior to the passage of the FTCA, one case had held that the 
United States, by instituting a negligence action, waived its sovereign 
immunity as to a counterclaim arising out of the same transaction.© 
This decision, however, was later retracted.7° 

Nine years later a district court in Massachusetts held that the FTCA 
provided no jurisdictional basis for the assertion of a counterclaim.” 
The court reasoned that any waiver of sovereign immunity could not be 
accomplished except by language which is clear and explicit, and there 
was “no language in the Federal Tort Claims Act . . . which attempts 
to create a waiver to suits by counterclaim.””? 

The same year a federal court in Virginia reached the opposite con- 
clusion when confronted with the same question.** The United States 
sued to recover damages to one of its vehicles sustained in a collision 
with defendant’s car. Defendant counterclaimed, asking for an affirma- 
tive judgment for damages to his vehicle growing out of the same colli- 
sion. In denying the Government’s motion to dismiss the counterclaim 
the court stated: 


We do not think that United States v. Shaw . . . bars the counter- 
claim. At the time of the Shaw decision there were no statutory 





68 Ibid. See also United States v. Aetna Surety Company, 338 U.S. 366 (1949). 
In the Yellow Cab case, the Government relied on the language from the House Report 
cited supra, note 62. Mr. Justice Burton’s answer was that the language cited in the 
House Report was omitted from a later Senate Report on the bill and hence was not 
conclusive on the question of legislative intent. 

€9 United States v. Dugan Brothers, 4 Fed. Rules Serv. 13.d case 1 (E.D.N.Y. 
1941), 25 Minn. L. Rev. 801 (1940). The writer of the note approved the decision, 
even though the defendant could not at that time have brought an original action 
against the government. His thesis was that the admiralty rule, embodied in the case 
of United States v. The Thekla, 266 U.S. 328 (1924), should be extended so as to 
allow the entry of an affirmative judgment against the United States on all com- 
pulsory counterclaims. 

70 36 F.Supp. 109 (E.D.N.Y. 1941). 

71 United States v. Pittsley, 86 F.Supp. 463 (D. Mass. 1949). 

72 Ibid. 


73 United States v. Schlitz, 9 F.R.D. 259 (E.D. Va. 1949). 
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bases for the prosecution of a tort claim against the United States. 
But inasmuch as such jurisdiction has now been conferred upon the 
Federal district courts, we see no reason why counterclaim is not 
a proper means of invoking its exercise. As pointed out by the 
opinion in United States v. Shaw . . . whenever the authority to 
sue the United States is given, “it is liberally construed.” We think 
the present instance calls for liberality in construction. 


Since the decision in the Schlitz case the courts have unanimously held 
that the FTCA is broad enough to permit assertion of a counterclaim 
against the United States.* In each of these decisions the Yellow Cab 
case was followed, and the Shaw case was distinguished on the ground 
that it was decided before the passage of the FTCA. 

A recent decision in the District of Columbia”® illustrates the liberality 
which has characterized judicial treatment of counterclaims under the 
FTCA. There the United States brought an action for damages to a 
government vehicle. Defendant counterclaimed for damages to his auto- 
mobile in the same collision. The statute of limitations had run on the 
cause of action set forth in the counterclaim, so that defendant was 
barred from bringing an original action against the United States. 
Despite this fact the court took jurisdiction of the counterclaim, stating: 


. . it has been held that the United States by bringing suit as- 
sumed the role of a private suitor and thereby subjected itself to 
the jurisdiction of the Court, at least as to counterclaims arising out 
of the same subject matter. U.S. v. The Thekla . . . the case has 
been distinguished and limited in other cases, U.S. v. Shaw, [but] 
it is noted that these cases arose before the passage of the Federal 
Tort Claims Act. 

When the United States Government commenced this action it 
seems to me it conceded that the action should be fully litigated, 
and it therefore accepted whatever liability the courts might decide 
to be reasonably incident to the collision.” 





74 Td. at 260. 


7 United States v. Harms, 96 F.Supp. 1022 (D. Colo. 1951); United States v. 
Rosati, 97 F.Supp. 747 (D.N.J. 1951); United States v. Vernon Cab Co., 125 F.Supp. 
335 (D. Mass. 1954); United States v. New York City Omnibus Corp., 128 F.Supp. 
86 (S.D.N.Y. 1955). 

76 United States vy. Capital Transit Co., 108 F.Supp. 348 (D.D.C. 1952); contra, 
United States v. W. H. Pollard Company, 124 F.Supp. 495 (N.D. Cal. 1954). There 
the court stated: “It is quite well-established that a defendant is entitled to counter- 
claim [under the FTCA] for damages to his automobile arising out of the same ac- 
cident if brought within the two year period.” The court, however, felt that since the 
counterclaim could not have been asserted as an original action because of the 
statutory bar, the Shaw case barred its assertion as a counterclaim. Accord, United 
States v. Webb Trucking Co., 141 F.Supp. 573 (D. Dela. 1956); United States v. 
Wilkes-Barre Transit Corp., 143 F.Supp. (M.D.Pa. 1956). 


17 Id. at 349. 
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It should be noted, however, that the pendulum has not swung com- 
pletely to the other extreme under the FTCA insofar as counterclaims 
against the United States are concerned. Even the foregoing cases, which 
have taken jurisdiction of the counterclaim, have expressly limited their 
decision to compulsory counterclaims—those arising out of the same 
transaction.7® 


VI. EFFEcT OF THE YELLOW Cas CasE ON TUCKER AcT COUNTERCLAIMS: 
Tue SILverTon Case. 


The spirit of liberality which has marked judicial interpretation of 
counterclaims under the FTCA is beginning to manifest itself in judicial 
treatment of counterclaims under the Tucker Act. 


A significant recent case which illustrates very graphically this change 
in judicial attitude is United States v. Silverton.” The Government 
brought an action to recover the balance due on certain materials which 
defendant had contracted to purchase. Defendant asserted a counter- 
claim for damages, alleging that the Government misrepresented the 
condition of the material, which proved to be unsuited for use in de- 
fendant’s business. The trial court had granted defendant an affirmative 
judgment for $2,228.08 on his counterclaim. On appeal, it was held that 
the lower court properly took jurisdiction over the counterclaim, but 
the holding of the trial court on the merits was reversed. In rejecting 
the contention that the counterclaim was beyond the jurisdiction of the 
court, it was said that: 


... it is clear that the United States, by filing its original com- 
plaint against the defendant in the court below, did not thereby 
consent to be sued on a counterclaim based upon a cause of action 
as to which it had not otherwise given its consent to be sued. 
United States v. Shaw, 309 U.S. 495. . . . It is conceded by the 
government that the defendant in this case could have brought an 
original action in the court below against the United States for 
breach of contract under the Tucker Act. . . . It would be the 
emptiest technicality to hold that the same jurisdiction could not 
be invoked by way of counterclaim in the action already begun by 
the United States. So far as United States v. Nipissing Mines Co., 2 
Cir. 1913, 206 F. 431, holds to the contrary, it is certainly out of 
harmony with the more liberal view as to the waiving of govern- 
mental immunity expressed in United States v. Yellow Cab Co., 











78 See, ¢.g., United States v. Schlitz, 9 F.R.D. 259 (E.D. Va. 1949); United States 
v. Harms, 96 F.Supp. 1022 (D. Colo. 1951). 

79 200 F.2d 824 (1st Cir. 1952). See also, United States v. Pure Oil Co, 135 F.2d 
578 (7th Cir. 1943). 
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1951, 340 U.S. 543... .a case on which the court below quite justly 
relied as affording a persuasive analogy.*° 


Another recent decision in which the court was faced with the question 
of jurisdiction of a counterclaim under the Tucker Act has expressly fol- 
lowed the Silverton case in assuming jurisdiction of the counterclaim.** 
The court refused to follow the Nipissing Mines case, because “. . . the 
Silverton case expresses the superior and more plausible view on this 
point. . . 82” 


VII. THe REAPPEARANCE OF THE THEKLA CASE 


Going even further than the Silverton case is the case of United States 
v. Finn.’* There the Government initiated an action asking for a declara- 
tory judgment to the effect that it was the owner of a surplus airplane 
which it had sold to defendant School District, and which the latter had 
resold to defendant Finn. The Government also sought damages from 
Finn alleging that he induced a breach of the School District’s contract 
with the Government for the sale of the plane. Finn filed a compulsory 
counterclaim for damages on the ground that the Government had wrong- 
fully seized and detained the plane. The Government had seized possession 
of the plane prior to suit under authority conferred by a California 
statute. 

The court dismissed the Government’s claim on the merits and also 
gave judgment for defendant on his counterclaim. The “guiding prin- 
ciple” as to waiver of sovereign immunity was stated in the Thekla case, 
said the court.** Thus, the Government, by bringing suit, had impliedly 
waived its sovereign immunity, both as to liability and to suit, thereby 
submitting all controversies, including compulsory counterclaims, to the 
jurisdiction of the court.8° The court noted that the Shaw case had 
restricted the Thekla rule to proceedings in rem. However, the court 
was of the opinion that the present action was in the nature of a pro- 
ceeding in rem, because the rights of the parties in a res—the plane—were 
in issue. The court went on to state, however, that “without regard to 
the Thelka rule” the Government’s seizure of the plane was a taking of 
property for public use, for which the Fifth Amendment to the Con- 


80 200 F.2d at 826-827. 

81 United States v. King, 119 F.Supp. 398 (D. Alaska 1954). 

82 Jd. at 405. 

83 127 F.Supp. 158 (S.D. Cal. 1954), 55 Corum. L. Rev. 930 (1955). 
84 Id. at 166. 

85 Ibid. 
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stitution assures just compensation.®* As its final judgment on the counter- 
claim, the court decreed that the Government should restore the airplane 
to the possession of the defendant or, in the alternative, to pay the de- 
fendant $50,000, the fair market value of the plane. In either event, said 
the court, the Government should pay to the defendant a rental charge 
of $15.00 per day from September 15, 1952, the date the Government had 
seized the plane, until either the plane shall have been delivered to the 
‘defendant, or until the sum of $50,000 was paid.*? 

Between the extremes of the Nipissing Mines decision and the holdings 
in the Silverton and Finn cases, lies the case of Lacy v. United States.** 
There the Government brought suit for an injunction requiring the de- 
fendant to remove buildings and stacks of lumber from a right of way 
claimed by the Government under an easement for the construction and 
maintenance of a transmission line. Defendant counterclaimed for 
damages, claiming the Government had trespassed on his property, and 
prayed for a mandatory injunction requiring the Government to remove 
the transmission line from his property. The district court had granted 
the Government’s motion for summary judgment on the counterclaims, 
relying on the Shaw and Nipissing Mines cases. On appeal this judgment 
was reversed, the court stating: 


Appellee [the United States] made no offer to do equity. It 
contends that its entry upon the property, even though wrongful, 
and the construction of the transmission line thereon constituted 
a taking of an easement and vested title to such easement in the 
United States .... 


The Government when applying for relief in a court of equity 
is as much bound to do equity as is a private litigant. . . . “When 
the United States comes into court to assert a claim it so far takes 


86 The court did not expressly predicate its jurisdiction over the counterclaim on 
the Tucker Act. The court assumed that, since the counterclaim was compulsory, 
“... federal jurisdiction over the subject matter need not rest on independent grounds, 
but may be grounded on jurisdiction over the main suit.’ However, it is clear that 
the cause of action on which the counterclaim was based fell within the Tucker Act’s 
jurisdiction of claims “based on the Constitution.” 

87 This meant that the judgment on the counterclaim exceeded $10,000. The exact 
amount was fixed at $12,300 plus $15 rental charge per day for each day that delivery 
of possession or the alternative payment of $50,000 was delayed after December 31, 
1954. Cf. Brief for the United States filed February 1, 1956, in Court of Appeals, 
9th Cir., Docket No. 14770. 

88 216 F.2d 223 (5th Cir. 1954). 


89 The trial court was of the opinion that defendant had misconceived his remedy 
in seeking damages for trespass and a mandatory injunction. The proper remedy, 
said the Court, would have been an action under the Tucker Act to recover just com- 
pensation for the taking of easement rights across his property. Such an action 
would be one “based on the constitution” and thus within the Tucker Act. 
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the position of a private suitor as to agree by implication that 
justice may be done with regard to the subject matter.” United 
States v. The Thekla, 266 U.S. 328 .... It is true that that principle 
cannot be pressed to the extent of waiving the sovereign immunt 
to suit by way of counterclaim. United States v. Shaw, 309 U.S. 
495 .... The Government, however, is still bound to do equity 
and, as a condition precedent to relief in this case, either to agree 
upon and pay to the property owner such compensation as it may 
owe him or, failing such agreement, to file the necessary proceedings 
for the ascertainment of such compensation.®*? 


Thus, while the court paid lip service to the principle of sovereign 
immunity, it nevertheless gave the defendant the same relief which he 


would have been given had the court taken jurisdiction over the counter- 
claim.*! 


VIII. Tue Derenpant’s DILEMMA 


The obvious question which presents itself at this point is: what are 
the rights of a person who has a claim within the Tucker Act when he 
is hailed into court by the Government? Rule 13(d) provides that 
“These rules shall not be construed to enlarge beyond the limits now 
fixed by law the right to assert counterclaims or to claim credits against 
the United States... .”°? But what are the “limits now fixed by law?” 
Does the Nipissing Mines case fix the limit of the right to counterclaim 
against the United States? Or is that limit fixed by the Silverton case? 
More specifically, if a defendant has a claim against the United States 
under the Tucker Act which arises out of the same transaction as that 
on which the United States sues, is he bound by Rule 13(a) to plead the 
counterclaim, at the risk of having it barred? The cases give the de- 
fendant no answer to this question.** The confusion which is now ram- 








90 Jd. at 225-26. See also State of Russia v. Bankers’ Trust Co., 4 F.Supp. 417, 

420 (S.D.N.Y. 1933), aff'd sub nom. United States v. National City Bank, 83 F.2d 
236 (2d Cir. 1936), cert. denied, 299 U.S. 563, “There are undoubtedly valid practical 
reasons underlying the rules of sovereign immunity, and they may properly prevent a 
court from doing justice, but they do not require that a court of equity do an affirma- 
tive wrong.” 
_ %1 Various other solutions to this problem, short of the court’s actually taking 
jurisdiction, have been advocated from time to time. See Note, Counterclaim Against 
A Sovereign, 36 Harv. L. Rev. 871 (1923); Note, Governmental Immunity From 
Counterclaims, 50 Cotum. L. Rev. 505, 514 (1950). 

92 Fep. R. Civ. P. 13(d). 


93 It would seem that a defendant’s only recourse at the present time is to plead 
any compulsory counterclaim he has against the United States. If the Nipissing Mines 
case is followed and the counterclaim dismissed for lack of jurisdiction, the claim may 
be enforced later by an appropriate action in the proper forum, since a dismissal for 
lack of jurisdiction does not operate as an adjudication on the merits. Fep. R. Crv. P. 
41(b), (c); Smith v. Ford Gum Machine Co., 212 F.2d 581, 582 (Sth Cir. 1954) ; 
Fern v. United States, 213 F.2d 674, 678 (9th Cir. 1954). 
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pant in this area of the law can only be corrected either by a ruling of 
the United States Supreme Court, or by legislative action. 


IX. DiscernisLE TRENDS 


A review of the case law on the subject of counterclaims against the 
United States under the Tucker Act reveals a tendency of late on the 
part of courts which are not bound by the principle of stare decisis to 
interpret the Tucker Act “. . . if not liberally, at least sensibly—with a 
sympathetic assumption of an intention of Congress to introduce, in 
the area in question, a régime of law infused with a spirit of equity. . . .”% 
Judicial dissatisfaction with the traditional rule is manifesting itself in 
a number of ways. The first is the increasing prominence of the Yellow 
Cab case. The influence which this case has had is exemplified in the 
Silverton case, which relied on the Yellow Cab case as “affording a per- 
suasive analogy” in deciding whether the Tucker Act provided jurisdic- 
tional basis for a counterclaim against the United States.® It is felt that 
in this statement lies the real significance of the Silverton case: it may 
well provide the bridge, which the courts may cross if they choose, 
from the realm of strict construction which has so long characterized 
judicial interpretation of the Tucker Act, to the realm of liberal con- 
struction which has been the rule thus far under the FTCA. In so relying 
on the policy manifest by the passage of the FTCA and those cases 
which accord it a sympathetic construction, it is felt that the court in 
the Silverton case was on solid ground. As Mr. Justice Frankfurter 
recently said, “Legislation and adjudication are interacting influences in 
the development of law. A steady legislative trend, presumably mani- 


festing a strong social policy, properly makes demands on the judicial 
process.””®? 





%4 Nor is this the only problem which the cases leave unanswered. Some additional 
problems which will not be taken up here, are: First, if a claimant uses part of his 
claim as a defensive set-off against the United States, is he in danger of being met 
with the defense of res judicata or splitting of his cause of action in a later action 
in a proper court on the balance of his claim? If not, is it clear that the United 
States, having tried the issues once and lost, can insist on trying them again? 
Secondly, do Rules 13(a) and 13(d) together compel the splitting of compulsory 
counterclaims which exceed the primary claim of the United States? See REesTaTE- 
MENT, JUDGMENTS §§ 57-59 (1942); 2 FREEMAN, JuDGMENTS §§ 787, 789, 792, 797 
(Sth ed. 1925). These questions are put in Hart AND WECHSLER, THE FEDERAL 
Courts AND THE FEDERAL SysteM, 1158 (1953). See also Note, Governmental 
Immunity From Counterclaims, 50 Corum. L. Rev. 505, 515 (1950). Recommenda- 
tions have recently been submitted to the Supreme Court by the Advisory Committee 
on the Federal Rules proposing certain revisions in the Federal Rules of Civil Pro- 
cedure. However, in this proposed revision Rule 13 was left unchanged. For the 
official report of the commitee see 18 F.R.D. following page 326 (1956). 

95 Hart AND WECHSLER, op. cit. supra at 1161. 


96 200 F.2d at 827. 


97 National Bank v. Republic of China, 348 U.S. 356, 360 (1955) ; Braucher, The 
Supreme Court, 1954 Term, 69 Harv. L. Rev. 119, 151 (1955). 
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The second manifestation of dissatisfaction with the traditional rule 
is seen in the marked reluctance to apply the rule of the Nipissing Mines 
case or of the Shaw case because of the inequitable results which these 
cases produce. A corollary to this tendency is the reappearance in the 
cases of the liberal rule of the Thekla case. The ultimate effect of this 
liberal tendency on future judicial interpretation of the Tucker Act is 
still a matter of conjecture, but it is believed that the beginning of a 
trend, which could result in a complete change in judicial attitude to- 
ward counterclaims under the Tucker Act, is evolving in the cases. 


X. CONCLUSION 


Since the United States has waived its immunity from suit in the 
district court, that court should assume jurisdiction of a counterclaim 
seeking an affirmative judgment against the United States in an amount 
less than $10,000 when the latter voluntarily brings an action in the 
district court. 

The Silverton case presents the long-awaited solution to the problem 
of claims involving less than $10,000, and should be followed in the 
absence of remedial legislation. This decision, by a liberal construction 
of the Tucker Act, avoids multiplicity of litigation and enables the 
court to dispose of all the issues in the case without violating the estab- 
lished principle that a district court has no jurisdiction of a claim against 
the sovereign unless jurisdiction is conferred by statute. In addition, it 
is felt that the court was on solid ground in rejecting the Nipissing Mines 
case, and this rejection should mark the long-overdue demise of that case 
outside the circuit of its origin. Finally, the court in the Silverton 
case correctly interpreted the Shaw decision in recognizing that it went 
no farther than to hold that a claim which could not have been made the 
basis of an original action in the court where it is interposed, cannot be 
asserted as a counterclaim in that court.®® 

Possibly the strongest argument in favor of the court’s refusing juris- 
diction over a counterclaim is that based on statutory construction. 
Since the Tucker Act specifically gave the United States the right to 
counterclaim, and failed to give a reciprocal right to the individual 
litigant, an implied intent to deny him such a right can be argued. This 
argument, while logically sound, should not be determinative of the issue. 
The court should weigh the practical effect of its action along with the 
purely logical considerations.*® The inconvenience, expense, and needless 


°8 To be compared with the Shaw case are Carr v. United States, 98 U.S. 433 
(1878) ; Stanley v. Schwalby, 162 U.S. 255 (1896). 

9 “In attempting to solve a confessedly new and unsettled problem, the court . . . 
should not determine the application of these standards solely by logic. . . . its con- 


—_ should, if possible, conform to the practical ends of the law in a moving, working 
world. 
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circuity of action which follow the dismissal of the counterclaim out- 
weight the merits of the purely logical argument based on statutory con- 
struction, and should prevail over the latter argument. 


The maxim that statutes waiving sovereign immunity must be strictly 
construed is no longer the incontrovertible precept it once was. The 
departure from this view in other areas of the law’® should also be re- 
flected in judicial interpretation of the Tucker Act. The cases decided 
under the FTCA have gone a long way toward achieving that result, but 
they have not gone far enough. These cases, which restrict the court’s 
jurisdiction to compulsory counterclaims, make the answer to the ques- 
tion of whether the court has jurisdiction of the counterclaim hinge on 
the uncertainties of the definition of the word “transaction.” Thus, a 
narrow definition of this word, which would result in dismissal of the 
counterclaim, is potentially as productive of injustice as the maxim that 
statutes waiving sovereign immunity must be strictly construed. 


. . . the limitation of “based on the subject matter” is too in- 
determinate, indeed too capricious, to mark the bounds of the 
limitations on the doctrine of sovereign immunity. There is great 
diversity among courts on what is and what is not a claim “based 
on the subject matter of the suit” or “growing out of the same 
transaction.” .. . The point is that the ultimate thrust of the con- 
sideration of fair dealing which allows a set-off or counterclaim 
based on the same subject matter reaches the present situation.” 








“So in dealing with an unsettled problem in the application of sovereign immunity, 
the court must not only consider history and logic; it must also look behind and be- 
yond both and inquire whether the public interests justify or require an extension of 
sovereign exemption from the usual processes of judicial justice. With the growth 
and development of state activity, it behooves the court to consider the consequences 
which would flow from a ruling removing from the ordinary judicial administration 
matters of vital importance to the community which have for centuries been handled 
through the regular judicial processes.” The Pesaro, 277 Fed. 473, 475 (S.D.N.Y. 
1921), aff'd sub. nom. Berizzi Bros. v. S. S. Pesaro, 271 U.S. 562 (1926). 

100 In addition to the cases decided under the FTCA, cases involving government 
corporations illustrate that the principle of strict construction has been rejected in 
modern law. See, ¢.g., Keifer & Keifer v. R. F. C., 306 U.S. 381 (1939); F. H. A. 
v. Burr, 309 U.S. 242 (1940). 


101 Mr. Justice Frankfurter, speaking for the Court, in National Bank v. Republic 
of China, 348 U.S. 356, 364-65 (1955), “The plaintiff urges its sovereignty as a bar 
to offsetting the notes against its claim for the credit balance, on the ground that 
the two causes of action are entirely unconnected. . . . it would seem to me inequitable 
to direct the defendant to pay its debt to the plaintiff when there is a counter debt of far 
larger amount justly due to the defendant for which it has no remedy. . . . It would 
be a little too much like tying a defendant hand and foot and letting a plaintiff go 
through his pockets, and the fact that the plaintiff is a sovereign state does not com- 
pletely satisfy the moral sense. Concededly the sovereignty of the plaintiff would 
not protect it from an offset arising out of the same transaction, and it is impossible 
for me to distinguish the two situations on principles of justice apart from legalisms.” 
State of Russia v. Bankers’ Trust Co., 4 F.Supp. 417, 420 (S.D.N.Y. 1933), aff'd 
sub nom. United States v. National City Bank, 83 F.2d 236 (2d Cir.), cert. dented, 
299 U.S. 563 (1936). 








340 THE GEORGE WASHINGTON LAW REVIEW 


Neither judicial precedent nor considerations of policy any longer 
require that a court dismiss a counterclaim asserted under the Tucker Act. 
When the United States, having consented to suit in the district court, 
chooses that forum, all reasons for holding it immune from suit disap- 
pear. 

The Silverton case, however, provides merely a partial solution to the 
counterclaim problem, because it does not apply to the situation where 
the defendant’s counterclaim exceeds $10,000. The cases provide no 
clear answer to the question of the rights of a defendant having a counter- 
claim which exceeds the $10,000 jurisdictional limit of the Act. The 
Shaw decision, which has never been overruled, expressly limited the 
Thekla decision to the field of maritime collisions. Hence, the Thekla 
decision cannot be utilized as authority to sustain the court’s jurisdiction 
of a counterclaim in excess of $10,000. The Finn case goes farther than 
any decision to date in allowing an affirmative judgment in excess of 
$10,000 on a counterclaim based on a cause of action within the Tucker 
Act. However, the Finn case did not predicate its jurisdiction over the 
counterclaim on the Tucker Act, but assumed that since the counter- 
claim was compulsory, jurisdiction over it could rest on the court’s juris- 
diction over the plaintiff’s suit. This position would seem to be unsound, 
and the cases cited to sustain it did not involve actions against the United 
States. While it is difficult to quarrel with the result in the Finn case, 
the same cannot be said of the reasoning used by the court in reaching 
the result. Thus, the Finn and Thekla decisions reach desirable and 
equitable results, but their application to a case in which defendant’s 
counterclaim exceeds $10,000 is highly questionable. 

Since the Silverton case provides only a partial answer to the problem 
of counterclaims against the United States, it is suggested that the com- 
plete answer should be provided by legislative rather than judicial action. 
This answer should be provided in the form of an amendment to the 
Tucker Act expressly giving the district court jurisdiction of all counter- 
claims against the United States, regardless of the amount involved. 
When the United States voluntarily chooses the district court as the 
forum, that court should be given the power to settle all the issues be- 
tween the litigants, whether the defendant’s claim arises out of the same 
transaction or not. The time has come for Congress to empower the 
district courts to put an end to the needless confusion and injustice which 
now prevails in this important area of the law. 
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A REVIEW OF PROTECTION OF PATENT INTERESTS 
FROM UNFAIR METHODS OF COMPETITION 
IN IMPORTATION 


Anthony P. DeLio* and Daniel P. Worth** 


I. INTRODUCTION 


Should foreign manufacturers be allowed to dilute American patent 
rights by taking advantage of the territorial limitations of these patents? 
Should domestic industry be put at a disadvantage because the privilege 
of importation permits dilution of such patent rights as may be secured? 
Should loopholes in the patent law permit foreigners to steal the ideas of 
Americans, then use these ideas to aid in stealing the business of Ameri- 
cans? Should these same loopholes put the financial burden on domestic 
industry of securing foreign patent rights in order to protect domestic 
industry in its domestic operations? 


These are not idle, nor academic, nor theoretical questions. The 
American patent owner must give serious consideration to the remedies 
he has available when imported goods either infringe or lessen the value 
of his patent.’ As a practical aspect, the patent owner does not want a 
remedy that costs more than it saves him. Nor does he want a remedy 
that takes so long to secure that the patent expires meanwhile. 


The known high cost of patent litigation makes an infringement suit 
against the importer less than satisfactory, especially to the small manu- 
facturer who may lack the financial status necessary for litigation, even 
though he does own a patent. An infringement suit becomes even less 
satisfactory if a domestic industry—as is commonly the case—finds itself 
faced with ruinous price competition from the imported goods. It is 
then no longer a matter of asserting the patent right—it is a matter of 
business survival. 


There are two aspects to the problem—(1) protection of the monopoly 
in a product patent, and (2) protection of the monopoly in a process 
patent.? In either instance, the patent owner generally discovers that 


* Member, The George Washington Law Review; Patent Advisor, Office of Naval 
Research. B.S. 1953, Brooklyn Polytechnic Institute; prospective LL.B. 1957, The 
George Washington University. 

** Patent Editor, The George Washington Law Review; Patent Examiner, U.S. 
Patent Office. B.S. 1949, Purdue University; prospective LL.B. 1957, The George 
Washington University. 

1 A patent owner, for purposes of this article, is defined to include assignees, licensees 
as well as the inventor. 

2 Product patent, for purposes of this article, is defined as a machine, manufacture, or 
composition of matter, t.¢e., tangible goods. See 35 U.S.C. §101. Process patent, for 
purposes of this article, is defined as a way of accomplishing a desired result, and as 
such is inherently intangible. See 35 U.S.C. § 100 (b). 
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such goods have been imported after the domestic market has been sud- 
denly invaded. Although the owner of a product patent is afforded some 
direct protection under the patent laws, practically speaking, the fact 
that he may not sue the foreign manufacturer but must proceed against 
distributors operates seriously to reduce the value of the patent monopoly. 
The owner of a process patent enjoys no direct protection under the 
patent laws. 

Because of the limitations found in the patent laws, patent owners have 
turned for protection to the tariff laws which provide either for a pro- 
tective tariff or for the exclusion of goods which are detrimental to 
domestic industry, whether operating under a patent monopoly or not. 
The protective tariff has two main aspects. First, if the imported goods 
are being sold below cost, the Anti-Dumping Act* can be utilized to 
raise the price of the goods by the amount of the discrimination. Second, 
if the duty is inadequate, § 1336 of the Tariff Act* permits an investigation 
to increase the tariff up to 50% of the statutory duty. 

However, since this protection is dependent on certain fact situations 
and is of a limited nature, it may not be enough to prevent harm to a 
domestic industry from price competition of imported goods. For ex- 
ample, if the imported goods are not on the dutiable list, the protective 
tariff does not apply, and even if it should, the amount of price increase 
may not be sufficient to offset price advantages accruing through foreign 
operations, e.g., cheaper labor, no royalty payments, lower taxes, cheaper 
raw material. The Anti-Dumping Act obviously does not apply if the 
goods are not being sold below cost. 

Of course, if the importation is being carried out with an intent to 
destroy a domestic industry, both civil and criminal actions can be in- 
itiated under the provisions of 15 U.S.C. § 72.5 However, the elements of 
proof required under this statute are quite difficult, and its utility in this 
area is evidenced by a total lack of any suit having been successfully 
prosecuted to final judgment thereunder. 

Because of these limitations inherent in the protective tariff, the patent 
owner turns to the exclusion remedy which is available under § 337 of 
the Tariff Act of 1930.6 The use of exclusion is not at all inconsistent 
with the patent right, for the Constitution” itself provides for “. . . secur- 
ing ...to... Inventors the exclusive Right to their . . . Discoveries.” 





3 42 Stat. 15 (1921), 19 U.S.C. §§ 160-171 (1952). 
4 46 Strat. 701 (1930), 19 U.S.C. § 1336 (1952). 
5 39 Strat. 798 (1916), 15 U.S.C. § 72 (1951). 


6 46 Stat. 703 (1930), 19 U.S.C. § 1337 (later amended by 54 Start. 724 (1940), 19 
U.S.C. § 1337a (1952)). Distinguish the amendment from subsection (a) of § 1337, 
which latter will be cited hereafter as § 1337. The statute is set out in note 29 infra; 
the amendment is set out in section III D infra. 


7 U.S. Const. art. I, § 8, cl. 8. 
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(Emphasis added.) What appears to be inconsistent is that the aforesaid 
“exclusive Right” is not provided for in the patent laws. 

The purposes of this article are, first, to show the inadequacy of our 
patent laws in this area; second, to trace the development of the ex- 
clusion remedy in order to present a composite view of how the Tariff 
Act is presently being used to protect rights. In this latter area the Federal 
Trade Commission Act will be compared for the interpretative value 
arising from the similarity of its language to that of the Tariff Act. For 
purposes of analogy in fields of commercial rights which are often as- 
sociated with the patent right the Trademark and Copyright laws will 
also be briefly compared. 


Il. THe Patent Laws CreaTE THE PROBLEM 


The problem begins with the nature and scope of the patent right. 
In order to define this properly, an understanding must be had first, of 
what is patentable subject matter, and secondly, of what constitutes an 
actionable wrong to, or infringement of, the patent right. 

The present statute defines patentable subject matter as consisting of 
“... any new and useful process, machine, manufacture, or composition 
of matter, or any . . . improvement thereof . . . .” (Emphasis added.)® 
The present patent statutes became effective in 1953 and are partly a 
codification and partly a revision of the patent law as it existed at that 
time. The new statutes included the judicial and administrative interpre- 
tations previously placed on the definitions of patentable subject matter.® 
The result of these many definitions has been that if a discovery or an in- 
vention is not found to fall within one of the four statutory classes, it is 
not patentable,’ and if a patent on such an invention should issue, it is 
void.!! 

The statute defines an infringer as “whoever without authority makes, 
uses or sells any patented invention within the United States during the 
term of the patent therefor . . . .” (Emphasis added.)!* The remedies 
for infringement are damages, injunction or both.* 


8 35 U.S.C. § 101 (1952). 

® P. J. Federico, Commentary on the New Patent Act, 35 U.S.C.A. pp. 6-24. 

10 See Boggs v. Robertson, 418 O.G. 551, 1932 C.D. 29 (Com. Pat.) (printed matter 
not patentable) ; Jn re McKee, 20 C.C.P.A. (Patents) 1018, 64 F.2d 379 (1933) (cut 
of meat bearing identifying marks not a “manufacture”) ; Ex parte Howard, 328 O.G. 
251, 1924 C.D. 75 (Com. Pat.) (falling gob of molten glass held a product in inter- 
mediate stage, not a “manufacture”) In re Stubbs, 58 F.2d 447 (C.C.P.A. 1932) 
(product in transitory stage held not patentable). 

11 See Morton v. New York Eye Infirmary, 17 Fed. Cas. 879, No. 9865 (C.C.S.D. 
N.Y. 1862) (use of ether, a known compound, in surgery not a statutory process) ; 
American Fruit Growers, Inc. v. Brogdex Co., 283 U.S. 1 (1931) (orange with im- 
pregnated rind held not a manufacture). 

12 35 U.S.C. § 271 (1952). 

13 35 U.S.C. §§ 283, 284 (1952). 
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It follows that an importer of articles'* into the United States infringes 
any patent that covers said articles by selling or using them. The same 
result follows as to sales or use by those who take under the importer.'® 
However, in most cases the patent owner does not discover that his 
patent is being infringed until the goods have been sold by the importer 
and are in the hands of numerous outlets. He then has to seek out each 
of the infringing outlets and thus is forced to bring a multiplicity of 
suits. This problem is recognized in both the Frischer and Orion cases,1* 
discussed infra. A partial solution to the problem is found in § 337 of the 
Tariff Act,!7 under which disputed goods may be denied entry at the 
border. The Tariff Act thus operates as a supplement to the remedies a 
patent owner has available to protect his property.’§ 

Under the patent laws, the owner of a process patent finds himself in 
an even more difficult predicament. He is entitled only to protection 
against those who infringe his process by making, using or selling his 
process within the United States.‘ The patent has no extra-territorial 
operation.” Importation and domestic sale of goods made by his process 
abroad is not an actionable wrong because he does not have a patent on 
these goods and the patent laws offer him no redress against the importer 
or seller.**_ Thus, if entry into this country cannot be prevented, the 
owner of a process patent is helpless if forced to rely on the patent laws.” 
Exclusion under § 337 of the Tariff Act is the only remedy he may invoke. 

One solution that has been attempted is to draft patent claims to define 
a product in terms of the process.** Unfortunately, the general rule is 
that when the invention resides only in the process and not in the product, 
then claims defining a product in terms of the process are invalid. Like- 
wise, protection on the product is not afforded the patent owner where 
an old product is produced by way of a new process,” a situation which 





14 “Article” is used in the same sense as “Product.” See note 2 supra. 

15 See Thomson-Houston Elec. Co. v. Ohio Brass Co., 80 Fed. 712, 721 (6th Cir. 
1897) ; Columbia and N.R.R. Co. v. Chandler, 241 Fed. 261 (9th Cir. 1917). 

16 Frischer & Co. v. Bakelite Corporation, 17 C.C.P.A. (Patents) 494, 39 F.2d 247, 
260 (1930), cert. denied, 282 U.S. 852 (1930) ; In re Orion Co., 22 C.C.P.A. (Patents) 
149, 71 F.2d 458, 467 (1934). 

17 See note 6 supra. 

18 35 U.S.C. § 261 (1952) states that “. . . patents shall have the attributes of per- 
sonal property.” 

19 See note 15 supra. 

20 In re Amtorg Trading Corp., 22 C.C.P.A. (Patents) 558, 75 F.2d 826, 831-832 
(1935). 

21 See The Wood Paper Patent, 90 U.S.(23 Wall.) 566 (1893); Cochrane v. 
Badische, Anilin and Soda Fabrik, 111 U.S. 293 (1884) ; and see General Electric Co. 
v. Wabash Appliance Corp., 304 U.S. 364 (1938). 

22 See In re Amtorg Trading Corp., note 20 supra, and see Note, 3 Geo.Wasu.L. 
Rev. 224, 230 (1935). 

23 See Patent No. 942,700, claim 1; 942,809, claims 7 and 8; 1,424,738, claim 13; all 
of these were involved in Frischer & Co. v. Bakelite Corp., note 16 supra. 

24 See note 21 supra. 


ee 


mbna 


ed 





ree 


EDITORIAL NOTES 345 


is frequently the case.** The exception to the rule occurs when the 
product is itself new, involves invention and cannot be otherwise de- 
scribed.*® Another solution is based on the theory that there is no in- 
herent right to import goods from abroad,?’ and it is to a discussion of 
how the remedy of exclusion may be accomplished that we now turn. 


III. Prorecrion UNDER THE TarirF Acr: EvoLuTION OF THE REMEDY 
Acatnst “INFRINGING” IMPORTS 


In 1922, Congress, recognizing the impossibility of foreseeing and 
legislating against all variations of harm arising from importation, di- 
rected the President to exclude goods whenever he found certain unlaw- 
ful activities existing.2® § 337(a) of the Tariff Act presently describes 
these unlawful activities as: 


... unfair methods of competition and unfair acts in the importation 
of articles into the United States, or in their sale . . . the effect or 
tendency of which is to destroy or substantially injure an industry 
efficiently and economically operated, in the United States... .” 


25 See the patents which were involved in In re Amtorg Trading Corp., note 20 
supra. 

26 See In re Merz, 25 C.C.P.A. (Patents) 1314, 97 F.2d 599 (1938) ; In re Shortell, 
36 C.C.P.A. (Patents) 1013; 173 F.2d 993 (1949); cf. In re Jones 30 F.2d 1003 
(D.C. Cir. 1929). 

27 In re Northern Pigment Co., 22 C.C.P.A. (Patents) 166, 71 F.2d 447, 456 (1934). 
See also 40 YALE L.J. 108, 114 (1930). 

28 42 Start. 943 (1922). 


29 46 Stat. 703 (1930), 19 U.S.C. § 1337 (later amended by 54 Srart. 724, 19 U.S.C. 
§ 1337a (1940) ). 


Sec. 1337.—Unfair practices in import trade— 


(a) Unfair methods of competition declared unlawful. 

Unfair methods of competition and unfair acts in the importation of articles 
into the United States, or in their sale by the owner, importer, consignee, or 
agent of either, the effect or tendency of which is to destroy or substantially 
injure an industry, efficiently and economically operated, in the United States, 
or to prevent the establishment of such an industry, or to restrain or monopolize 
trade and commerce in the United States, are declared unlawful, and when found 
by the President to exist shall be dealt with, in addition to any other provisions 
of law, as hereinafter provided. 


(b) Investigations of violations by Commission. 

To assist the President in making any decisions under this section the com- 
mission is hereby authorized to investigate any alleged violation hereof on com 
plaint under oath or upon its initiative. 


(c) Hearings and review. 

The commission shall make such investigation under and in accordance with 
such rules as it may promulgate and give such notice and afford such hearing, 
and when deemed proper by the commission such rehearing, with opportunity to 
offer evidence, oral or written, as it may deem sufficient for a full presentation 
of the facts involved in such investigation. The testimony in every such inves- 
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The Tariff Commission is authorized to assist the President in determining 
when violations of § 337(a) exist. This is only an advisory jurisdiction, 
since the existence of these unlawful practices must “‘be established to the 
satisfaction of the President.” 3° 

Other portions of § 337 provide for initiation of proceedings by the 
Commission (complaint under oath or on its own initiation), procedure 
(notice, hearing, establishment of a record), and appeal (to the C.C.P.A.). 
It should be noted that these proceedings are not governed by the Ad- 


tigation shall be reduced to writing, and a transcript thereof with the findings and 
recommendation of the commission shall be the official record of the proceedings 
and findings in the case, and in any case where the findings in such investigation 
show a violation of this section, a copy of the findings shall be promptly mailed 
or delivered to the importer or consignee of such articles. Such findings, if 
supported by evidence, shall be conclusive, except that a rehearing may be 
granted by the commission and except that, within such time after said findings 
are made and in such manner as appeals may be taken from decisions of the 
United States Customs Court, an appeal may be taken from said findings upon 
a question or questions of law only to the United States Court of Customs and 
Patent Appeals by the importer or consignee of such articles. If it shall be 
shown to the satisfaction of said court that further evidence should be taken, 
and that there were reasonable grounds for the failure to adduce such evidence 
in the proceedings before the commission, said court may order such additional 
evidence to be taken before the commission in such manner and upon such terms 
and conditions as to the court may seem proper. The commission may modify 
its findings as to the facts or make new findings by reason of additional evi- 
dence, which, if supported by evidence, shall be conclusive as to the facts except 
that within such time and in such manner an appeal may be taken as aforesaid 
pe a question or question of law only. The judgment of said court shall be 
nal. 


(e) Exclusion of articles from entry. 

Whenever the existence of any such unfair method or act shall be established 
to the satisfaction of the President he shall direct that the articles concerned 
in such unfair methods or acts, imported by any person violating the provisions 
of this chapter, shall be excluded from entry into the United States, and upon 
information of such action by the President, the Secretary of the Treasury 
shall, through the proper officers, refuse such entry. The decision of the 
President shall be conclusive. 


(f) Entry under bond. 

Whenever the President has reason to believe that any article is offered or 
sought to be offered for entry into the United States in violation of this section 
but has not information sufficient to satisfy him thereof, the Secretary of the 
Treasury shall, upon his request in writing, forbid entry thereof until such 
investigation as the President may deem necessary shall be completed; except 
that such articles shall be entitled to entry under bond prescribed by the Secre- 
tary of the Treasury. 


(g) Continuance of exclusion. 

Any refusal of entry under this section shall continue in effect until the 
President shall find and instruct the Secretary of the Treasury that the con- 
ditions which led to such refusal of entry no longer exist. 


80 The concurring opinion in Jn re Orion, note 16 supra involved a discussion of this 
point; and see 40 Yate L.J. 108, 113 (1930) for comments on the statute’s confusing 
use of language to indicate finality and conclusiveness. But cf. 3 Geo.WasH.L.REv. 
224, 231 (1935). 
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ministrative Procedure Act, since no final order can be issued by the 
Commission. A novel feature of the appeal is that only one party—the 
importer or consignee—has the privilege of appealing. This point was 
utilized in the Orion case,*" discussed infra, when the appellee moved to 
dismiss on the ground that the appellant was neither an importer nor an 
assignee and therefore had no standing to appeal. 

Since these proceedings are lengthy and tedious, as well as expensive, 
the domestic manufacturer is faced with the problem of obtaining some 
form of interim remedy prior to the completion of the administrative 
investigation. While the courts can offer no relief, the President may 
alleviate the problem by directing exclusion, subject to entry under bond, 
of the articles in question until investigation is completed.*? 


A. Frischer: Tendency to Injure Under the 1922 Act. 


The first instance in which the administrative remedy of exclusion was 
sought was in the Frischer case,5* which arose under § 316 of the Tariff 
Act of 1922.%* The plaintiff alleged that the defendant was importing 
goods which infringed both his patents and his trademarks, and unfair 
competition in the form of “palming-off.” *° Among the issues raised on 
appeal was the contention that the findings were not correct as a matter 
of law. The defendant claimed that a mere tendency to destroy or injure 
an industry was not an actionable wrong on the ground that the 1922 
Tariff Act did not outlaw a “tendency to injure,” but only the effect. 


In treating the issue of infringement, the C.C.P.A. pointed out a mis- 
taken assumption made by both parties—that the validity of a patent could 
be attacked in these proceedings. The court stated that it had no right 
to decide the question of validity because Congress had granted exclusive 
jurisdiction to the constitutional courts,** and held that the patents, in 
these proceedings, were to be prima facie valid. The court then took 
the position that determining whether the patent claims read on the im- 
ported goods was not decisive of infringement, but was only a factor to be 
used in determining whether or not there were unfair methods of com- 
petition and unfair acts in importation. The court went on to uphold 
the findings that the business enterprises of the plaintiffs constituted an 





31 Jy re Orion, 22 C.C.P.A. (Patents) 149, 71 F.2d 458 (1934). 

32 See 19 U.S.C. § 1337(£), quoted at note 29 supra. 

33 See note 16 supra. A subsequent related case was Frischer & Co. v. Elting, 60 
F.2d 711 (2d Cir. 1932) ; cert. denied, 287 U.S. 649 (1932), wherein a suit to enjoin 
exclusion by the Collector of Customs was dismissed. 

34 See note 28 supra. 

35 “Palming-off” may be defined as the selling of one’s goods for those made by an- 
other. See 87 C.J.S., Trade Marks § 92 (1954). 

36 28 U.S.C. § 1338. 
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industry which was efficiently and economically operated, and that the 
defendants’ underselling the plaintiffs had an effect and tendency*" to de- 
stroy or substantially injure an industry. The findings of trademark in- 
fringement and “palming-off” were upheld despite defendants’ contention 
that these acts were committed after sales by defendants. The court 
reasoned that such wrongs did not require intent** and that merely fur- 
nishing another with the means to commit such a wrong is sufficient cause 
to warrant the issuance of an injunction.*® 


B. Orion and Northern Pigment: The 1930 Tariff Act and its Early 
Interpretation. 


The next two cases* arose under § 337 of the Tariff Act of 1930 
(which is still in effect; see note 29 supra). The important change in the 
new statute involved a broadening of the anguage “,.. unfair methods of 
competition . . . in the importation of articles . . . the effect or tendency 
of which is to destroy or substantially injure an industry . are 
unlawful.” (Emphasis added.) Consequently a plaintiff no ‘longer hes 
to prove an effect of destruction or injury, but only a tendency to do so. 
Thus a plaintiff is no longer required to wait for harm to occur, but can 
prevent the harm before it occurs.*? 

In the Orion case, the plaintiff sought to exclude zippers from entry on 
the basis that they corresponded to articles covered by patents which 
were assigned to him. Orion took no active part in the proceedings be- 
fore the Tariff Commission, but did file a brief. When an order for 
exclusion was recommended, Orion took an appeal to the C.C.P.A. The 
issues raised on appeal were: (1) that the statute was unconstitutional 
because the terms “unfair methods of competition” and “unfair acts” 
were vague and indefinite; (2) that since patent infringement was not 
unfair competition, the court had no jurisdiction because it could not 
determine the issue of infringement and (3) that there was no infringe- 
ment because one of the patents had been held invalid.* 


Taking up these points seriatim, the first issue was disposed of by point- 
ing out that the language was quite similar to that of the Federal Trade 





87 Frischer & Co. v. Bakelite Corp., note 16 supra, at 258. The court here anticipated 
the change in the statute by its use of the word “tendency,” which was added to the 
language of the Tariff Act of 1930, note 29 supra. 

38 Citing F.T.C. v. Balme, 23 F.2d 615 (2d Cir. 1928). 

39 Citing Warner & Co. v. Lily & Co., 265 U.S. 526 (1923). 

40 In re Orion, note 31 supra; In re Northern Pigment Co., 22 C.C.P.A. 166, 71 
F.2d 447 (1934). 

41 See 46 Srar. 701 (1930), 19 U.S.C. § 1337 (1952) for very similar language. 

42 So held in Hookless Fastener Co. v. Prentice Mfg. Co., 68 F.2d 940 (3d Cir. 
1934). 
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Commission Act** and that the Supreme Court, in a number of decisions,** 
had held that act constitutional. 


On the second issue, the court agreed that it did not have jurisdiction 
over infringement suits. However, it pointed out that it did have juris- 
diction over what constituted “unfair methods of competition” and “un- 
fair acts in importation.” The court substantiated its position by stating 
that if the patent claims read on the article being imported, this con- 
stituted “unfair acts in importation.” This is the so-called “readability 
test” which was to be applied in later cases. 


The contention of validity presented a novel question for the court. 
The defendant asserted invalidity of a claim in one of the patents (on 
which claim, part of the decision below depended), citing a case so 
holding. The plaintiff answered with a decision from another court 
holding the same claim valid.** Stating that it had no jurisdiction to 
determine the question of validity, the court did point out that it could 
consider whether or not the patent had expired. Consideration would be 
given to decisions by courts of competent jurisdiction on the question 
of validity. Because there were conflicting decisions as to validity, the 
legal status of the claims was not yet established. Therefore, the court 
decided that it should not disturb the decision of the Tariff Commission, 
since the patent was still prima facie valid.4*7 When the issue of validity 
was settled, the exclusion orders could be modified by the President.*® 


Decided along with the Orion case was the Northern Pigment case.*® 
The plaintiff was an exclusive licensee (for part of the United States) 
under U. S. patents covering a process of treating minerals. Although 
the patents included claims on the product of the process, the decision did 
not rest on this fact. In its decision, the C.C.P.A. reiterated its position 
in the Frischer and Orion cases that the validity of the patent could not 
be contested in these proceedings. The court also said that it was not 
necessary to find trademark infringement or the tort of unfair competi- 
tion (in the form of “palming-off”) in order to constitute unfair methods 
of competition.5° 


43 38 Stat. 719 (1914), as amended, 15 U.S.C. § 45 (1952). 
44 See In re Orion, note 31 supra, at 462, 463. 
45 See note 42 supra. 


46 Hookless Fastener Co. v. Lion Fastener, Inc., 7 F. Supp. 87 (W.D. Penna. 1933) 
modified, 72 F.2d 985 (1934). 


47 See 35 U.S.C. § 282 which states “A patent shall be presumed valid... .” 
48 See In re Orion Co., note 31 supra at 468, including the concurring opinion. 
49 See note 40 supra. 

50 Cf. Frischer & Co. v. Bakelite, note 16 supra at 260. 
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C. Amtorg: Patent Law Limitations Are Recognized. 


One year later, the court modified its previous holdings by its decision 
in the Amtorg case.5! Although affirming its prior holdings in continuing 
protection for domestic industries operating under product patents, it 
overruled its prior decisions and denied protection to those operating 
under process patents. 

In the Amtorg case the defendant sought to import minerals from Rus- 
sia which had been produced by means of a process covered by a U. S. 
patent. The plaintiffs were respectively, exclusive and sub-licensees. 
The sole issue was whether or not these minerals could be imported. 
There were no product or article claims in the patent and no question 
of unfair competition was raised, as in the earlier cases. To the surprise 
of the plaintiffs, the C.C.P.A. overruled its previous decisions which had 
allowed an embargo on goods made by a process. It reasoned that patent 
protection was limited to the practice of the process in the United States; 
that there was no wrong committed, since no protection could be given 
under the patent laws for the using or selling of the product of the 
patented process; that patent infringement could not be properly joined 
with a charge of unfair competition;5? and that since there was no in- 
fringement or unfair competition, no protection was available under the 
Tariff Act. 

In view of subsequent events, the dissent in the Amtorg case would 
seem to offer more in the way of analysis of the Tariff Act than the 
majority opinion. The dissent argued that the Tariff Act was designed 
to protect American industry®* and as such, these proceedings were 
vested with a “public interest.” 5 Noting that the F.T.C. Act contained 
similar language and also required a public interest, the dissent drew an 
analogy to interpretations of the F.T.C. Act®® to the effect that unfair 
methods of competition were not confined to what previous cases had 
decided, or to particular kinds of fact situations, or to the tort of unfair 
competition. It was submitted that, despite the novel fact situation, the 
public interest required that American industry be protected from acts 
of this nature which in themselves constituted unfair methods of com- 
petition in importation. 

51 In re Amtorg Trading Corp., 22 C.C.P.A. (Customs) 558, 75 F.2d 826 (1935) ; 


see _— 49 Harv.L.Rev. 162 (1935) ; 45 Yate L.J. 169 (1935) ; Corum.L.Rev. 1317 
(1935). 


52 Citing Hurn v. Oursler, 289 U.S. 238 (1933). 
53 In re Amtorg, note 51 supra, 75 F.2d at 835. 
54 [bid ; see Ex parte Bakelite Corp., 279 U.S. 438 (1929). 


55 See 38 Stat. 719 (1914), as amended, 15 U.S.C. 45 (1952); and see F.T.C. v. 
Klesner, 280 U.S. 19 (1929). 
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D. The 1940 Amendment: Amtorg Overruled. 


In 1940 Congress amended the Tariff Act to correct the decision in the 
Amtorg case and to reinstate the holding of the Northern Pigment case. 
The language of the amendment is as follows:°* 


The importation for use, sale, or exchange of a product made, 
produced, processed, or mined under or by means of a process 
covered by the claims of any unexpired valid United States letters 
patent, shall have the same status for the purposes of Section 1337 
of this title as the importation of any product or article covered by 
the claims of any unexpired valid United States letters patent. 


This amendment was designed to afford the same protection to process 
patent owners as theretofore was afforded to product patent owners.*” 
The amendment does not relieve the process patentee from proving 
the required elements for relief under § 337(a) of the Tariff Act. 


E. Von Clemm: The Law Remains Unsettled. 


In Re Von Clemm*® represents the latest decision by the C.C.P.A. 
concerning protection of patent owners under § 337 of the Tariff Act. 
Plaintiff, assignee of U. S. Letters Patent 2,488,507, filed a petition with 
the U. S. Tariff Commission alleging unfair methods of competition and 
unfair acts of importation by the defendant. The patent held by the 
plaintiff covered a method of making synthetic star sapphires and star 
rubies and the resulting product. 

In proceedings before the Commission, the defendant admitted that 
the product claim met the description of the stones he was importing, 
but denied any unfair methods of competition because he claimed there 
was no “palming-off.” 

The Tariff Commission found that the imported stones met both 
process and product claims in the plaintiff's patent and that this con- 
stituted unfair acts of importation and unfair methods of competition. 
A recommendation for an exclusion order was made. The defendant 
appealed the decision of the Commission to the C.C.P.A. 

On appeal,®® the defendant-appellant raised, inter alia, the following 
issues: (1) no finding of “palming-off” was made, therefore § 337 was 


56 54 Start. 724, 19 U.S.C. § 1337a. 

57 See 86 Conc. Rec. 8969 (1940). 

58 43 C.C.P.A. 56, 229 F.2d 441 (1955). Subsequent to the Commission’s report to 
the President recommending exclusion (after the appeal to the C.C.P.A.), the parties 
in the Von Clemm case came to an agreement and the plaintiff withdrew its complaint 
of exclusion. The Commission then issued a public notice April 11, 1956, officially 
withdrawing its original recommendation of exclusion. 


59 This information is condensed from the briefs of the parties before the C.C.P.A. 
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not violated; (2) the patent had to be considered as a whole and that in- 
fringement of all the claims must be proved; and (3) no substantial injury 
to a domestic industry was proved to warrant an exclusion order. Plaintiff 
answered these contentions by (1) citing previous cases as controlling in 
deciding whether § 337 was violated by defendant’s conduct; (2) pointing 
to expert testimony plus defendant’s admission as proof of process in- 
fringement; and (3) stating that the importations hurt the domestic 
manufacturer, who in this case constituted the “industry.” As amicus 
curiae, the Department of Justice denied that a finding of “palming-off” 
was essential to a finding that § 337 was violated. 

The court answered the question of whether the traditional concept 
of unfair competition (that is, “palming-off”) defined the boundaries of 
“unfair methods of competition” in accordance with its previous de- 
cisions. It pointed out that not only did the latter phrase cover acts 
which are not technical torts, but that importation inherently involved 
questions of a different nature than those arising in internal commerce. 

Avoiding the argument on “infringement,” the court applied the read- 
ability test, stating that defendant’s admission as to readability of the 
claims and the expert testimony of the plaintiff as to the process em- 
ployed in making the stones were controlling. These factors, coupled 
with defendant’s failure to explain how the stones were made, provided 
substantial evidence to support a finding of “unfair methods of com- 
petition and unfair acts in importation.” Having found “unfair methods 
of competition,” the court held that the record contained substantial evi- 
dence to prove the remaining statutory requirements, i.e., “tendency to 
injure” (from sales at prices below plaintiff's); that plaintiff, a single 
manufacturer, constituted an “industry;” and that said industry was “ef- 
ficiently and economically operated.” 

What change was wrought by the decision in the Von Clemm case? 
To what extent did Von Clemm reinstate the holdings prior to the 
Amtorg case? It is suggested that Von Clemm left the status of the 
decision in the Amtorg case and the 1940 amendment completely un- 
settled, since the majority opinion failed to mention either of them. The 
Von Clemm case dealt with both product and process claims, while the 
Amtorg case involved only the latter, and thus Von Clemm could be 
considered justified in not discussing the 1940 amendment, since it could 
reasonably have based its decision on the product claim alone. It is in- 
teresting to note, however, that the briefs of counsel pointed out the 1940 
amendment to the court, and a reading of the opinion without a con- 
comitant review of the proceedings gives the impression that the court 
reversed the Amtorg case, although this is at best an uncertain conclusion. 
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IV. ENFORCEMENT OF THE EXCLUSION ORDER 


Convincing the Tariff Commission is not the end of the road for those 
who seek the exclusion order. The existence of the proscribed conduct 
must be “established to the satisfaction of the President,” ® who then is- 
sues the exclusion order to the enforcement agency. 

Once the exclusion order has been issued, it has in the past operated 
prospectively to exclude all articles of the nature described in the order.* 
This appears to be in derogation of the statute, which requires that ex- 
cluded goods meet two tests: (1) the articles themselves must be the 
specific ones concerned in the unlawful activities, and (2) the importation 
of said articles must be by a person violating the Tariff Act.** The con- 
troversy in the “patent exclusion” cases has raged about the “readability” 
of the order (patent) as determined by the Customs authorities, ignoring— 
or perhaps assuming—the statutory requirement that the importer himself 
be a violator. The result of this theory seems to be that if the read- 
ability test applies, the importer is automatically a wrongdoer, and hence 
the goods should be excluded. 

The importer has no judicial remedy against exclusion of goods under 
the Tariff Act.** The courts can only give indirect relief by holding a 
patent invalid, and in such instance any modification of the exclusion 
order is within the discretion of the President.® 

Most of the exclusion orders issued by the President have expressly 
provided for entry of excluded goods under license or similar authoriza- 
tion of the patent owner. Licensing, of course, is an attribute of the 
patent right. It is easily conceivable, however, that imports, whether 
licensed or not, may have an “effect or tendency ... to... injure an 
industry .. . in the United States” if they are admitted to internal com- 
merce. In the case of a patent owner who has granted licenses to both a 
domestic manufacturer and an importer who are dealing with the same 
article under the patent, exclusion of the imported goods pursuant to a 
complaint by the domestic manufacturer-licensee would seem to deny the 
patent owner one of the attributes of his patent right—namely, freedom 
to license. Thus it would seem that exclusion per se is not entirely com- 
patible with the patent right, and vice versa. Does this incompatibility 
mean, however, that the patent owner who seeks to exclude must forego 


60 See § 1337 (e), note 29 supra. 

61S. J. Charia and Co. v. United States, 135 F.Supp. 727 (Customs Court, 1954) ; 
Emery, Holcombe and Blair v. United States, 89 U.S.P.Q. 343 (Customs Court 1951). 

62 § 1337 (£), note 29 supra. 

63 Ibid. 

64 Frischer and Co. v. Elting, 60 F.2d 711 (2d Cir. 1932). 

65 In re Orion Co., 22 C.C.P.A. (Patents) 149, 71 F.2d 458 (1934) ; and see § 1337 
(g) of the Tariff Act, note 29 supra. 

66 See TD 47028, 65 Treas. Dec. 733. 
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his licensing powers if he is to maintain a consistent position? The ques- 
tion is implied but left unanswered in the subsequent history of the 
Von Clemm decision; the Tariff Commission opined that “. . . an agree- 
ment between the complainant and the foreign manufacturer . . . ren- 
dered the issue in this case moot . . .” and therefore withdrew its recom- 
mendation that the President issue an exclusion order.*®* 

Since the Tariff Act does not specifically provide for prospective ex- 
clusion of all goods of the same type as those currently infringing a 
patent, since there is no guarantee that an exclusion order obtained against 
an importer currently infringing a patent will be valid as against all other 
importers in the future, and since there seems to be a basic inconsistency 
between exclusion and the patent right, it is arguable that the Tariff 
Act, as it presently reads, is not properly designed to afford adequate 
protection to patent owners. 


V. A ComParRISON OF THE TARIFF ACT WITH OTHER STATUTES 


The Tariff Commission and the C.C.P.A. decisions have frequently 
looked to cases decided under the F.T.C. Act as aids in interpreting the 
meaning of the terms “unfair methods of competition and unfair acts 

. .” 68 The trademark and copyright laws are of interest because both 
offer an exclusion remedy similar to that found in the Tariff Act. 


A. The Federal Trade Commission Act. 


Consistency in interpretation of the Tariff Act and the F.T.C. Act is 
implicitly required in § 334 of the former, which requires the Tariff 
Commission to “. . . act in conjunction and cooperation with the... 
Federal Trade Commission .. . .” 

Under the Tariff Act, it is an “unfair method of competition” to im- 
port goods which infringe trademarks,” are of such a character as to 
permit “palming-off,” 7 or on which the claims of a patent will read. 
However, “unfair methods of competition” is treated as a unitary term 
by the Tariff Commission, a position which is inconsistent with the 
F.T.C. decisions requiring that both unfairness and competition be 
shown.7? The difference is explained by the rule of statutory construc- 
tion that when the same terms are used in different statutes, the inter- 





67 Public Notice, Investigation No. 13, under § 1337 of the Tariff Act, U.S. Tariff 
Commission, April 11, 1956. 


68 See 38 Star. 719 (1914), as amended, 15 U.S.C. § 45 (1952). 
69 46 Strat. 700 (1930), 19 U.S.C. § 1334 (1952). 

70 See the Frischer Case, note 16 supra. 

71 Ibid. 


72 F.T.C. v. Raladam Co., 283 U.S. 643 (1931). But see F.T.C. v. Raladam Co., 
316 U.S. 149 (1942). 
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pretations of one statute are not binding on the other.’* It is important to 
note the difference in purpose between the two acts; the Tariff Act is 
designed to protect industry,* whereas the F.T.C. Act is designed to 
protect the public at large.” 

Under both the Tariff Act and the F.T.C. Act, it is not necessary to 
prove both “unfair methods of competition” and “unfair acts.” It is 
only necessary to prove other one, despite use of the conjunctive “and” 
instead of the disjunctive “or.” Both of the statutes prohibit either kind 
of unfairness, not merely one or the other.”® 

“Unfair acts” have not yet been expressly interpreted under the Tariff 
Act. It should be noted that under the F.T.C. Act*’ this phrase is de- 
signed to allow proceedings “in the public interest” against practices 
which do not harm competition, but which are harmful to the public."® 


B. The Trademark Law. 


In contrast to the patent area, the importation of goods bearing a 
federally registered domestic trade mark is dealt with directly in the 
Trade Mark Laws’ as well as the Tariff Laws.*° Here Congress has 
sought to make its intentions explicit and clear. By way of the Trade 
Mark Laws the owner of a mark registered on the principal register* 
can, by filing a certificate of his mark with the Secretary of the Treas- 
ury,** ask for exclusion of merchandise bearing a copy of his trade 
mark.8? If imported merchandise bears a name which induces the public 
to believe that the article is manufactured in the United States, or a false 
place of origin, it can also be excluded. In the latter case, protection 
would be given to even a supplemental registrant.** It is noted that under 


73 See Shaughnessy v. Pedriero, 349 U.S. 48 (1955). 
74 See note 53 supra. See Ex Parte Bakelite Corp., 279 U.S. 438 (1929). 
7 See F.T.C. v. Klesner, 280 U.S. 19 (1929). 


76 See decision of U.S. Tariff Comm., TC 28071 pp. 35-36, September 20, 1954. This 
is the on Clemm decision at the commission level from which appeal was taken to 
the C.C.P.A. 

77 52 Srar. 111 (1938), 15 U.S.C. § 45 (1952), amending 38 Star. 719 (1914). 

78 Pep Boys—Manny, Moe and Jack, Inc. v. F.T.C., 122 F.2d 158 (3d Cir. 1941) ; 
(ean v. F.T.C., 102 F.2d 69 (3d Cir. 1939); cf. F.T.C. v. Raladam, 316 U.S. 149 

79 60 Strat. 440 (1946), 15 U.S.C. § 1124-1125 (1952). 

80 46 Strat. 741 (1930), 19 U.S.C. § 1526 (1952). 

81 See 60 Strat. 427 (1946), 15 U.S.C. § 1051-1052 (1952), for requirements of regis- 
tration on the principal register ; see also 60 Strat. 443 (1946), 15 U.S.C. § 1127 (1952), 
for definitions. 

82 Sufficient copies are furnished so that they may be dispersed to Customs officials at 
all ports of entry. 

83 See Bourjois & Co. v. Katzel, 260 U.S. 689 (1923). 


84 The public interest is what is being protected. See Bourjois & Co. v. Katzel, 274 
Fed. 856 (S.D.N.Y. 1920). 
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the Customs Act, a citizen or domestic corporation, can, by filing with the 
Secretary of Treasury a certificate of his mark, ask for exclusion of 
merchandise, which bears a copy of the mark on itself or on its con- 
tainer, wrapper, etc.*° Here no distinction is made as to the principal or 
supplemental register.°° However, the corresponding section in the Tar- 
iff Act makes reference to that part of the Trade Mark Laws which 
limits exclusion orders to those marks which are listed on the principal 
register.*? 


C. The Copyright Act. 


In the copyright area, Congress has sought to give direct relief within 
the Copyright Act itself.8* The copyright proprietor or anyone claim- 
ing actual or potential injury can, by filing a certificate of copyright 
registration with the Secretary of the Treasury and/or the Postmaster 
General, ask for exclusion of articles bearing a false notice of copyright 
or which are piratical copies of copyrighted works.*® 

The exclusion sections in both the Copyright and Trade Mark Laws 
set out definite requirements that must be met before relief may be 
given. There are no requirements of substantial injury to an industry, 
economically and efficiently operated, such as are set forth in § 337(a) 
of the Tariff Act. 

Usually the same Congressional committees that deal with the revision 
of the Trademark and Copyright Laws also handle the revision of the 
Patent Laws. Congress has provided protection in the patent field in- 
ferentially by way of the Tariff Law. In the copyright field it has put 
a similar provision only in the Copyright Act. Yet, Congressional au- 
thority to legislate on both patents and copyrights is derived from the 
same clause of the Constitution.® In the trademark field, it has expressed 
itself in both the Trademark Act and the Tariff Laws. The implication 
is that the omission by Congress in the field of patents was intentional. 
One possible explanation for this omission may be that since the courts 
were applying § 337 of the Tariff Act in a manner to fill the void in 
the Patent Laws, Congress felt that there was no necessity to enact new 
legislation. 


85 See note 82 supra; Perry v. American Hecolite Denture Corp., 78 F.2d 556 
(8th Cir. 1935) ; Sturges v. Clark D. Pease, Inc., 48 F.2d 1035 (2d Cir. 1931) ; Hol- 
land v. C. & A. Import Corp., 8 F.Supp. 259 (S.D.N.Y. 1934). 


86 But see 60 Stat. 436 (1946), 15 U.S.C. §§ 1094, 1096 (1952). 
87 [bid. 

88 17 U.S.C. §§ 106-109 (1952). 

89 [bid. 

90 U.S. Const. art. I, § 8, cl. 8. 
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VI. ANALYSIS OF THE REQUIREMENTS OF § 337 OF THE TARIFF ACT 


In order to summarize what must be proved to obtain the remedy of 
exclusion through the Tariff Commission, a brief review of the im- 
portant aspects of the Tariff Act is necessary. 


“, . . unfair methods of competition and unfair acts...” 


As noted above, it is not necessary to prove both “unfair methods of 
competition and unfair acts.” Proof of either may suffice. The C.C.P.A. 
and the Tariff Commission have not yet stated what may differentiate 
each species of unfairness from the other. 

It is an “unfair method of competition” (insofar as the patent area is 
concerned) to import goods on which the claims of a patent will read. 
Whether products of a process come within this definition is not set- 
tled. It would appear from the 1940 amendment to the Tariff Act that 
this definition covers both product and process patents, although the 
Von Clemm decision renders this conclusion doubtful. 

What constitutes “unfair acts” has not been expressly settled. In 
view of the F.T.C. interpretations, noted above, it would appear to in- 
clude those practices which do not harm competition, or do not harm a 
specific competitor. 


“ . . . the importation of articles... or... their sales...” 


It is within the authority of the Tariff Commission to consider con- 
duct dealing with “. . . the importation of articles... or. . . their 
sale. . . .” for this reason, the Commission is allowed to decide matters 
involving domestic patents without trespassing on the exclusive jurisdic- 
tion of the federal courts.®*1 However, the Commission’s jurisdiction in 
the patent area is limited to the “readability test” and it cannot consider 
the issues of invalidity or infringement. 


“ ” 
. 


. Owner, importer, consignee, or agent... 


Under a broad interpretation of the statute, wrongful acts may war- 
rant an exclusion order. This covers acts committed abroad (such as 
use of a patented process) and acts committed in the United States (such 
as “palming-off” by retailers). For this reason an exclusion order can 
issue against importers for acts of their customers, i.e., “owners,” as 
shown in the Frischer case in dealing with the issue of “palming-off.” 


” 


“. . . effect or tendency to destroy or substantially injure .. . 





9128 U.S.C. § 1338; cf. dissent in tariff decision, note 76 supra. 
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The requirement of actual injury or destruction of a domestic in- 
dustry may, but need not be proved. It is adequate to show a “ten- 
dency” substantially to injure an industry.°? Actual loss of business 
need not be shown.®* Evidence of selling imported goods below the 
price of domestic articles is enough to demonstrate injury. 


oe 


. . « industry, efficiently and economically operated in the United 
Geaees .. .” 


In order to obtain an exclusion order the Tariff Act requires that a 
currently operated domestic industry, which is efficiently and economi- 
cally operated, be harmed. An industry may be a single company, a 
group of companies, the assignee of a patent or an exclusive or non- 
exclusive licensee thereunder.** The cases fail to make clear what con- 
siderations are involved in determining the element of efficient and 
economical operation. 


VI. CoNCLUSION 


One immediate conclusion that can be reached from the foregoing 
analysis is that because the Tariff Commission and the C.C.P.A. are un- 
able to pass on any question dealing with the validity of a patent, the 
parties may be subjected to a multiplicity of suits and hence required to 
incur inordinate expenses. Further, it is quite possible for a conflict to 
occur as to the validity of a particular patent, since two constitutional 
courts could disagree on the issue, with one court finding a specific pat- 
ent valid, another invalid. In this situation the parties involved are 
faced with uncertainty® as to which decision is binding upon the Tariff 
Commission and the C.C.P.A. No definite policy has yet been enun- 
ciated by either tribunal. In the Orion case, where there was an even divi- 
sion, the C.C.P.A. assumed the patent to be valid. It could easily have held 
the other way.®* Uncertainty also exists as to the effect of a patent being 
held invalid subsequent to the order of exclusion. Revocation of the 


92 See note 58 supra. 

93 In the Von Clemm case, the patent owners’ business actually increased and this 
was commented on extensively in the dissent at the commission level. See note 76 
supra, at 35. 

94 Note the distinction between an exclusive licensee and a non-exclusive licensee. 
The courts have treated the former as having a proprietary interest. 

95 See In re Orion, note 31 supra. 

96 See In re Orion, note 31 supra, at 92 (Canadian decision disregarded) ; cf. Badische 
Anilin & Soda Fabrik v. Kalle, 94 Fed. 163 (C.C.N.Y. 1899) (decisions of foreign 
court not controlling as to patentable invention, but entitled to weight) ; Brown Mfg. 
Co. v. Mast, 53 Fed. 578 (C.C. Ohio 1892) (comity requires a court to follow de- 
cisions in another circuit, unless new evidence appears or the decision was clearly 
wrong; in case of conflicting decisions, the latest one is followed). 
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exclusion order is not automatic,®? but is within the President’s discre- 
tion.®® 

The remedy given the patent owner under § 337 requires a long, 
tedious procedure. Thus it is possible for relief to come only after a 
domestic industry has suffered irreparable damage, or after its patent 
rights have expired. 

It must also be concluded that the question of what constitutes an 
“industry” has not been satisfactorily answered. Since multiple licensing 
exists, is injury to one licensee sufficient to warrant a finding of sub- 
stantial injury to an industry, or must all licensees be harmed? Can 
domestic licensees claim injury to the industry when the importer is 
also a licensee? 


Also, the cases present a paucity of information as to what consti- 
tutes “... an... efficiently and economically operated . . .” industry. 
Does this mean that a bankrupt business has no remedy, or does it 
mean that proof of profits is sufficient to meet this requirement? 

Finally, there is actually no specific mention of protection afforded a 
product patentee in the Tariff Act. Since § 1337a states that the same 
protection afforded a product patentee is given to a process patentee, it 
is possible through judicial interpretation to give protection to neither. 
If the patentee seeks protection under the patent laws, he finds no 
remedy against importation. It seems unfair to have such uncertainty 
as to protection afforded a patent owner, in view of the fact that specific 
legislative protection is afforded the owners of trademarks and copy- 
rights. 


VII. RECOMMENDATIONS. 


It is submitted that remedial legislation is in order. § 337 should of 
course be retained in the Tariff Act in order that industry in general 
may be protected from “. . . unfair methods of competition and unfair 
acts of importation .. . .”. However, this section should be limited to 
offer protection to all but patent owners. 


” 


The best solution, which the authors strongly recommend, would 
be to amend both the Patent Laws and the Tariff Act in the manner set 
forth below. If it should prove impossible or impractical to amend both, 
then it is suggested that either one of the two proposals be adopted. It 
should be pointed out, however, that adoption of either section of the 
proposed legislation without a concurrent adoption of the other will at 
best provide only half-way relief. 





97 See concurring opinion, Jn re Orion, note 31 supra. 
98 See § 1337(g) of 1930 Tariff Act, note 29 supra. 
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A. The Patent Laws. 


§ 271 of Title 35 should have added thereto another definition of in- 
fringement to afford protection to the process patent monopoly. A sug- 
gested definition might be: 


Whoever without authority imports into the United States an 
article of manufacture or composition which is made by a process 
which, if practiced in the United States would constitute an in- 
fringement of a United States patent, is an infringer. 


‘Such a proposal is not new to patent law. Similar legislation has been 
previously suggested® and quietly dropped. Other countries make 
such importation unlawful." Further, foreign patent laws not infre- 
quently afford protection to process patentees by including the product 
of the process within the monopoly.’ 

This addition to the Patent Laws would operate as a deterrant to the 
importer and would put the burden on him to police his imports, thus 
placing the importer on an equal footing with any other domestic in- 
fringer without giving the process patent owner undue advantage. Valid- 
ity of the patent could be raised as a defense as in other infringement 
suits, a defense which is not available in the present proceedings for ex- 
clusion. 


B. The Tariff Act. 


The Tariff Act presently includes provisions which have been inter- 
preted so as to afford protection to patent owners. However, the language 
used is not explicit, the procedure is cumbersome and the only remedy 
available is exclusion. An alternative remedy can be made available in a 
new section of the Tariff Act specifically relating to the patent problem. 
The new legislation should provide the procedure and elements of proof 
necessary for protection of domestic patent rights without being unduly 
burdensome on either party. A suggested provision might be: 


Whenever the Secretary of the Treasury, after a full hearing con- 
ducted in accordance with the Administrative Procedure Act, finds 


99 H.R. 9133, 81st Cong., 2d Sess. § 231(b) (1950). 

100 See the successor to H.R. 9133 (note 99 supra), H.R. 3760, 82d Cong., Ist Sess., 
§ 231 (1951). 

101 For arguments pro and con, as well as a list of such countries, see “Report of the 
Committee on Importation of Unpatented Product of a Process”, A.B.A. Patent Sec- 
tion Committee Reports, 1937, reprinted 19 J.Pat.Orr.Soc’y 785 (1937). 

102 Belgium is an example; for a convenient reference on foreign patent laws, see 
MicHet, THE Wortn’s Patent Laws (1945). 

103 See note 101 supra. 
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that goods are being imported upon which the claims of a valid 
United States patent will read or which are made by a process upon 
which the claims of the valid United States patent will read, and 
under which patents goods are being manufactured in the United 
States, he shall (a) immediately direct that tariff on the imported 
goods be increased (if necessary) to the extent necessary to raise 
the price of the imported goods to 95% of the price at which the 
domestically manufactured goods are sold; or (b) order that said 
imported goods be excluded, provided actual injury to a domestic 
industry be shown. If an appeal is taken as set forth below, the 
exclusion order shall not take effect until final adjudication by a 
court of competent jurisdiction, but pending said adjudication said 
goods shall enter the United States under the provisions set forth in 
provision (a) above. The validity of the patent cannot be attacked 
in these hearings. 


If the importer desires to appeal, he must elect (a) to appeal on 
the record to the United States Court of Appeals for the District of 
Columbia Circuit; or (b) bring a suit against the Secretary of 
Treasury in the United States District Court for the District of 
Columbia to enjoin the Secretary from enforcing said order, wherein 
an attack can be made on the validity of the patent, but the record 
shall not be reviewable. 


The 95% protective tariff suggested above strikes the best balance be- 
tween the interests of the importer and the patent and business interests 
of the patent owner. It would allow the importer to continue in business 
but would probably prevent him from taking control of the domestic 
market through a disparity in prices. It would make it more desirable for 
both parties to reach a final decision promptly and to avoid using dilatory 
tactics. Any procedure or provision which would help to expedite the 
proceedings before the Secretary of the Treasury and the courts is within 
the spirit of the suggested legislation. 


The 95% figure is merely a suggested one. Due investigation by Con- 
gress should establish what level of price contro] is necessary, and should 
further determine if it would be desirable to classify the type of im- 
ported goods in order to assign a price level to each. Consideration 
should be given to such factors as the buyer of these goods (industry, the 
retail consumer, etc.), the kind of goods in question (raw materials, fin- 
ished goods), and the anticipated volume of sales. 


As under § 337 of the Tariff Act, only the importer would be allowed 
to appeal. Further, he would be given a choice of appellate forums, thus 
giving him the right to attack the validity of the patent if he so elected. 
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C. Summary. 


The amendments to the Patent Laws and the Tariff Act suggested 
above would involve the addition to both statutes of a requirement that 
the patent owner elect between a suit for infringement under the Patent 
Laws or administrative relief before the Secretary of the Treasury. The 
reason for providing the above relief is that proof of “infringing use” of 
a process abroad may be exceedingly difficult, due to the technical rules of 
evidence which may render inadmissible persuasive, reliable and probative 
evidence. This difficulty is obviated by providing the administrative 
hearing where such evidence is freely admissible. However, the patent 
owner must prove that he is using his patent in the proceedings before 
the Secretary of the Treasury.’ 

In following this course it is believed that both parties are being dealt 
with fairly. The patent owner by making his election exchanges his right 
to damages and/or injunction in the District Court for a decrease in price 
differential (by way of a 95% tariff) and controlled competition. In the 
administrative hearing the patentee exchanges his option to appeal, as from 
a decision in the District Court, for the importer’s option to attack valid- 
ity. By giving the importer the election to enjoin the order of the Secre- 
tary of the Treasury in the District Court validity of the patent can be 
adjudicated at the same time the status of the order is settled. 


In surveying the protection from foreign imports presently available to 
the patent owner, it is apparent that existing protection is inadequate and 
that little notice has been taken of the need for effective relief. It is 
hoped that the situation will be clarified in the future by adoption of new 
legislation similar to that recommended. 





104 See MICHEL, note 102 supra, at part I, p. 27, for a brief discussion of the extent to 
which “working requirements are formed in other patent systems.” Note that we now 
have the same thing by virtue of § 337 of the Tariff Act being applied to patent matters. 
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ADMIRALTY—“SERVICE OF THE SHIP” —SEAWORTHINESS—LIABILITY OF SHIP- 
OWNER FOR INJURY TO WORKMAN PERFORMING Major STRUCTURAL RE- 
pairs.—W est v. United States, 143 F.Supp. 473 (E.D. Pa. 1956). 


Libelant shipyard engineer was injured while performing major struc- 
tural repairs in the engine room of a United States ship being ‘“‘demoth- 
balled.” The ship was afloat, but under control of port contractors, 
libelant’s employers. Action against the United States was based on its 
absolute duty as shipowner to provide a seaworthy vessel and safe working 
conditions for those in “service of the ship.” Held, jwdgment for ship- 
owner; “service of the ship,” which will give rise to liability without 
fault, contemplates an act ordinarily performed by seamen and does not 
necessarily extend to “major structural repairs” when the ship is not under 
the control of the owner; the shipowner’s duty to provide a safe place to 
work is not an absolute duty but rather a requirement of reasonable care 
under the circumstances. 

A shipowner is liable to indemnify seamen for injuries caused by un- 
seaworthiness of the vessel or its appurtenant appliances and equipment. 
The Osceola, 189 U.S. 158 (1903). Liability arising from the obligation 
of seaworthiness is not limited by conceptions of negligence nor is it con- 
tractual in character, Seas Shipping Co. v. Sieracki, 328 U.S. 85 (1946); 
but is rather a species of liability without fault. See Mahbnich v. Southern 
S.S. Co., 321 U.S. 96, 100 (1944); cf., The Edwin I. Morrison, 153 US. 
199, 210 (1894). The owner is not excused by lack of knowledge of the 
unseaworthy condition, Balado v. Lykes Bros. S.S. Co., 179 F.2d 943 (2d 
Cir. 1950); by lack of control over the defective equipment which causes 
the condition, Alaska S.S. Co. v. Petterson, 205 F.2d 487 (9th Cir. 1953), 
aff'd per curiam, 347 U.S. 396 (1954); by the negligence of fellow ser- 
vants, Mabnich v. Southern S.S. Co., supra; or by the negligence of the 
seaman himself, Socony-Vacuum Oil Co. v. Smith, 305 U.S. 424 (1939). 
See Arizona v. Anelich, 298 U.S. 110 (1936); Beadle v. Spencer, 298 U.S. 
124 (1936). But the law does not impose upon the shipowner the burden 
of an insurer, nor is the owner under a duty to provide an accident-proof 
ship. Freitas v. Pacific-Atlantic S.S. Co., 218 F.2d 562 (9th Cir. 1951). 
It is sufficient that the vessel is reasonably fit. Boudoin v. Lykes Bros. 
S.S. Co., 348 U.S. 336, modified on rehearing, 350 U.S. 811 (1955). See 
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Poignant v. United States, 225 F.2d 595, 598 (2d Cir. 1955), Note, 24 
Geo.Wasu.L.ReEv. 340 (1956). Since the passage of the Merchant Marine 
Act of 1920 (Jones Act), 41 Stat. 1007, 46 U.S.C. § 688 (1952), the sea- 
man may recover not only for injuries due to an unseaworthy condition of 
the ship but also for those due to negligence of the owner. Stevens v. 
R. O’Brien & Co., 62 F.2d 632 (1st Cir. 1933); and he has the election of 
either remedy, Pacific S.S. Co. v. Peterson, 278 U.S. 130 (1928). 

Prior to the decision of International Stevedoring Co. v. Haverty, 272 
US. 50 (1926), the right of a shore workman to recover from the ship- 
owner for injuries sustained on board a ship was limited to recovery for 
negligence. Leathers v. Blessing, 105 U.S. 626 (1881); The Max Morris, 
137 U.S. 1 (1890); The Joseph B. Thomas, 86 Fed. 658 (9th Cir. 1898); 
The Student, 243 Fed. 807 (4th Cir.), cert. denied, 245 U.S. 658 (1917); 
The Howell, 273 Fed. 513 (2d Cir. 1921). Thus, his position was that of 
an ordinary business guest or invitee. The Haverty decision held that a 
stevedore was a “seaman” within the meaning of the Jones Act, supra, 
and thus was eligible to sue in admiralty, where his contributory neg- 
ligence was not a complete bar to his action, where the accident occurred 
in navigable waters, and where the work “was a maritime service formerly 
rendered by the ship’s crew.” International Stevedoring Co. v. Haverty, 
supra at 52. The Haverty rationale was later reaffirmed, and the scope of 
the decision extended, in Seas Shipping Co. v. Sieracki, supra, although 
Congress, in the interim, had given such workers an additional remedy, 
available exclusively as against the employer, for failure to provide a safe 
place to work. Longshoremen’s and Harbor Workers’ Compensation Act, 
44 Srar. 1424 (1927), as amended, 33 U.S.C. §§ 901-950 (1952). 

The Sieracki opinion used the holding in Haverty as a basis for extend- 
ing to the shore worker, for the first time, the seaman’s traditional right 
to an absolute warranty of seaworthiness from the owner. Sieracki, a 
stevedore employed by an independent stevedoring company, was in- 
jured by a defective boom while loading the ship. In the absence of a 
finding of negligence on the part of the owner, the Court allowed re- 
covery based solely on the owner’s “absolute duty” to provide a sea- 
worthy vessel, and held that “. . . liability arises as an incident, not merely 
of the seaman’s contract, but of performing the ship’s service with the 
owner’s consent.” Seas Shipping Co. v. Sieracki, supra at 97. In Pope © 
Talbot, Inc. v. Hawn, 346 U.S. 406 (1953), the seaworthiness doctrine 
was extended to a carpenter making minor repairs on the ship’s loading 
equipment, although his injury resulted from a fall through an open hatch, 
and was apparently not the result of any defect in the equipment which 
was being repaired. Again the service of the ship was stressed as a basis 
for holding that the workman was a “seaman,” and thus was entitled to the 
warranty of seaworthiness afforded to members of the crew. Oni its 
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language, the decision appears broad enough to equate the absolute duty 
of seaworthiness with the duty to provide safe working conditions for 
those in the service of the ship. So also in Alaska Steamship Co. v. Petter- 
son, supra, where the seaworthiness doctrine was held to apply when the 
injury resulted from use of defective equipment brought on board the ship 
by the shore workman himself. But see Brabazon v. Belships Co., 202 
F.2d 904 (3rd Cir. 1953); Cookingham v. United States, 184 F.2d 213 (3rd 
Cir. 1950), cert. denied, 340 U.S. 935 (1951). In both the Sieracki and 
Hawn cases, the minority took the position that the absolute obligation of 
seaworthiness should not run in favor of the shore workman because he 
was not subject to the ship’s discipline and hazards of the sea which were 
the traditional foundations of the doctrine, and further, that Congress 
had recognized this in its enactment of the Longshoremen’s and Harbor 
Workers’ Compensation Act, swpra. Thus it would appear that the only 
real conflict between the majority and minority opinions in both cases 
was the question whether the “working conditions,” which would give 
rise to absolute liability, should include a requirement that the injured 
worker actually be subject to the “ship’s discipline and hazards of the 
sea,” or whether performance of duties “traditionally performed by sea- 
men” was sufficient. The courts, however, have been hesitant to extend 
the absolute liability doctrine of the Sieracki and Hawn cases beyond the 
specific facts therein involved. See Berryhill v. Pacific Far East Line, Inc., 
138 F.Supp. 859 (N.D.Cal. 1955), aff'd, — F.2d —— (9th Cir. 1956); 
Guerrini v. United States, 167 F.2d 352 (2d Cir.), cert. denied, 335 US. 
843 (1948). And several subsequent decisions have limited the liability 
of the owner by treating seaworthiness itself as a relative concept. See 
Boudoin v. Lykes Bros. S.S. Co., 348 U.S. 336 (1955); Manhat v. United 
States, 220 F.2d 143 (2d Cir. 1955); Lester v. United States, 234 F.2d 625 
(2d Cir.), cert. granted, 77 Sup. Ct. 131 (1956). 

The instant case presents the novel question whether the owner’s ab- 
solute duty to provide a seaworthy vessel extends to a shore workman 
engaged in reactivation repairs of a ship not in active service and not 
under control of the owner, but in navigable waters. Respondent, relying 
on the rationale of Bruszewski v. Isthmian S.S. Co., 163 F.2d 720 (3rd 
Cir. 1947), cert. denied 333 U.S. 828 (1948), argued that libelant, like 
the longshoreman in the Bruszewski case, was employed for the very pur- 
pose of restoring the vessel to a navigable or “seaworthy” condition, and 
therefore had no right to rely on the vessel’s seaworthiness. The instant 
court, however, reserved this question; and drawing an analogy to the 
“home port” or “seasonal” repairs of Desper v. Starved Rock Ferry Co., 
342 U.S. 187 (1951), it held that the work being done by libelant was 
“not of the type ordinarily performed by seamen,” and was thus without 
the doctrine of the Sieracki and Hawn cases, supra. While the Desper 
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case involved an accident which occurred when the vessel was beached 
and blocked for the winter, whereas the vessel in the principal case was 
afloat in navigable waters, the instant court held that the controlling factor 
was not whether the ship was afloat or ashore, but the nature of the work 
being performed at the time of the injury. “Service of the ship” has been 
limited on this basis in at least two cases arising since the Sieracki decision. 
See Berryhill v. Pacific Far East Line, Inc., supra; Guerrini v. United 
States, supra. Although recognizing that the duty of the shipowner to 
provide a safe place to work was a nondelegable one, Seas Shipping Co. v. 
Sieracki, supra at 94 n.11; The Rolph, 299 Fed. 52 (9th Cir. 1924), the 
instant court characterized that duty as one of reasonable care under the 
circumstances, and distinct from the absolute duty of seaworthiness, 
which was not applicable on the facts. By so emphasizing the basic dif- 
ference between “service of the ship” as performed by seamen and “major 
structural repairs” ordinarily performed by exclusively shore-based per- 
sonnel, the principal court rested its decision on the underlying maritime 
principles which first gave rise to the doctrine of absolute liability for 
failure to provide a seaworthy ship. 

Although it seems to modify the broad language of the Sieracki and 
Hawn cases, supra, it is believed that the instant decision is not in conflict 
with the hypothesis on which both the majority and minority in those 
cases rested their conclusions: a workman is in the “service” of the ship, 
and thus is entitled to a seaman’s traditional and statutory protections, 
when the service which he is performing, and the conditions under which 
he is working, are such that he should be treated as a “seaman” and pro- 
tected under the warranty of seaworthiness. 

But the court’s refusal to apply the Sieracki doctrine of liability without 
fault under the circumstances tends to obscure the most significant feature 
of its decision. The libel in the principal case had alleged both unsea- 
worthiness and negligence, and on the facts, the court could have denied 
recovery without a detailed treatment of the two grounds as separate is- 
sues. But in distinguishing the two rights, in discussing them separately, 
and in rationalizing the decision in the very terms of the two cases which 
had done the most to increase the complexity of the law governing a ship- 
owner’s liability to shore workmen, the court helped to harmonize many 
of the apparently conflicting decisions which have tended to combine or 
confuse the frequently overlapping obligations of providing a safe place 
to work for all who “serve” the ship, and providing a seaworthy vessel 
for seamen “in the service of the ship.” Without rejecting the reasoning 
and logic of either the majority or minority opinions of the Sieracki and 
Hawn cases, the court in the principal case returned to fundamental prin- 
ciples of the maritime law, and pointed out the sometimes subtle distinc- 
tion between liability which arises from the owner’s negligence and that 
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which arises from the absolute duty to provide a seaworthy vessel. It is 
submitted that such a distinction has always been inherent in the law, and 
that a clear statement of its effect and application has been perhaps long 
overdue. 


George P. Coulter 


CoNSTITUTIONAL LAW—FEDERAL CourTS—PERSUASIVE EVIDENCE SUFFICIENT 
TO Permit DIsREGARD OF STATE INTERMEDIATE APPELLATE DECISIONS.— 
Sullivan v. Shell Oil Co., 234 F.2d 733 (9th Cir. 1956), cert. denied, 25 
U.S.L.WEEK 3168 (U.S. Dec. 4, 1956) (No. 448). 


Plaintiff employees of an independent contractor brought an action in 
a federal district court (diversity jurisdiction) to recover for personal in- 
juries sustained on the premises of defendant oil company when an oil 
tank plaintiffs had been engaged to “dismantle and rebuild” collapsed. 
Relying upon decisions of the California intermediate appellate courts, the 
district court directed a verdict for defendant on the ground that the 
injuries had been caused by the very instrumentality they had been em- 
ployed to repair. Held, reversed; although the federal courts are bound 
by the decisions of a state intermediate appellate court unless there is 
persuasive evidence that the highest state court would rule otherwise, a 
general policy of state law, as revealed by the pronouncements and actions 
of the state’s highest court, is sufficient grounds for the federal court to 
disregard any intermediate state decisions that conflict with this policy. 

Where jurisdiction is based on diversity of citizenship, federal decisions 
must be made with reference to the law of the state as declared by a 
statute or by its highest court. Erie Railroad Co. v. Tompkins, 304 U.S. 
64 (1938). If there is no law to be found in the state to resolve the ques- 
tion before the federal court, that court must do its best to predict what 
the highest state court will do, Cooper v. American Airlines, 149 F.2d 355 
(2d Cir. 1945); or proceed on reason and have faith that the local court 
will, in the future, reach the same decision, New England Mut. Life v. 
Mitchell, 118 F.2d 414 (4th Cir. 1941), cert. denied, 314 U.S. 629 (1942). 
Difficulty of determining what the state law is on the point before the 
federal court, or how the highest state court will, in the future, hold on 
such point is not sufficient ground for refusing to rule on the case; the 
court must exercise its jurisdiction and decide a case properly brought 
before it. Meredith v. Winter Haven, 320 U.S. 228 (1943). Where, 
however, there is neither state statute nor appropriate decision on the 
point before the federal court, the state is not without law, nor is the 
court free to reject a state rule merely because it has never received the 
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sanction of its highest court. Rather, it must ascertain from all the 
available data what the state law is and apply it, no matter how unsound 
that rule may appear in reason or from the viewpoint of “general law.” 
West v. American Tel. & Tel., 311 U.S. 223 (1940). The decision of a 
state’s intermediate appellate court is such a “datum for ascertaining state 
law that it is not to be disregarded unless the federal court is convinced by 
other persuasive data that the highest court of the state would rule other- 
wise,” and this is particularly true where the highest court has refused 
review of the intermediate decision. West v. American Tel. © Tel., 
supra. 

In declaring state law, an intermediate state court acts as an organ 
of the state, and its determination should be followed in the absence of 
more convincing evidence of what the state law is. Fidelity Union Trust 
Co. v. Field, 311 U.S. 169 (1940). These data should be weighed with 
reference to the announced policy of the Supreme Court that, in di- 
versity cases, the federal court sits as “only another court of the State,” 
Guaranty Trust Co. v. New York, 326 U.S. 99, 108 (1945); and, that 
“it is inadmissible that there should be one rule of state law for litigants in 
the state courts and another rule for litigants who bring the same question 
before the federal courts... .” Fidelity Union Trust Co. v. Field, supra 
at 180. However, the federal court need not follow the decision of a 
state court, though a court of record, whose decisions are not considered 
binding precedent by any other of the state courts, and whose cases are 
unreported. King v. Order of United Commercial Travelers, 333 US. 
153 (1948). If the decisions of a state court have the status of those of an 
intermediate appellate court within the state, they will be binding on the 
federal court even though the court rendering them is, strictly speaking, 
nisi prius. Fidelity Union Trust Co. v. Field, supra. It has been argued 
that the “available data” sufficient to overcome the “datum” of an in- 
termediate decision should be the same data as would be considered by 
the highest state court confronted by the same problem, e.g., decisions of 
other states, the Restatements, the text writers, etc. To hold otherwise de- 
prives parties of their “day in court” merely because they happen to be 
in a federal court, since in a state court these various data could be used 
to overcome the decision of the intermediate court at least on appeal to 
that state’s highest court. See Corbin, The Laws of the Several States, 
50 Yate L.J. 762 (1941). 

The federal courts, however, have had difficulty in giving meaning to 
the “persuasive evidence” caveat of the West case. Thus, in California 
v. Fred S. Renauld Co., 179 F.2d 605 (9th Cir. 1950) the court felt it was 
bound, under the conformity doctrine, (a) when the highest state court 
has decided a given question; (b) when a state appellate court which is in 
the line of the state appellate structure leading up to the highest state 
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court has decided the question; or, (c) when a substantial number of trial 


courts have adhered for a considerable period of time to a common 
interpretation of a given point. But the Remauld case rejected as not 
binding two decisions of California trial courts on grounds of their in- 
ferior status. And in McLouth Steel Corp. v. Mesta Machine Co., 214 
F.2d 608 (3d Cir.), cert. denied, 348 U.S. 873 (1954), in answer to the 
contention that the intermediate decision in question was of limited au- 
thority within the state, the court said the decision was not on that account 
any less binding on a federal court. Under the West rule, it explained, 
the federal court was obligated to apply the rule of the intermediate 
court even though it was “likely” to be overruled at some later date, or 
that another intermediate court would reach a contrary result. Further, 
it is “immaterial that the federal court may think the rule wrong, or prefer 
another.” 214 F.2d at 610. And again, another federal court, holding 
itself bound by an intermediate state decision, stated that under the West 
rule there was “. . . no longer any room to quibble as to the effect which 
must be given to a decision of an intermediate state court.” Jones v. 
Schellenberger, 225 F.2d 784, 791 (7th Cir. 1955), cert. denied, 350 US. 
989 (1956). The obligation to accept local interpretation may extend not 
only to definitive decisions, but to considered dicta as well. Yoder v. 
Nu-Enamel Corp., 117 F.2d 488 (8th Cir. 1941). 

In the principal case, no question of the status of California’s inter- 
mediate courts could be entertained, for they are courts with general 
appellate jurisdiction of cases arising at law, Cav. Const. art. VI, § 4b 
(1928), whose decisions are contained in both official and unofficial re- 
ports, and whose relatively superior status has been recognized by the 
Supreme Court in Six Companies of Calif. v. Joint Highway District, 
311 U.S. 180 (1940). 

The district court in the instant case relied on California law as revealed 
by four cases. Nagle v. City of Long Beach, 113 Cal.App.2d 669, 248 
P.2d 799 (1952); Kolburn v. P.J. Walker Co., 38 Cal.App.2d 545, 101 
P.2d 747 (1940); Irvine v. ].F. Shea Co., 41 Cal.App.2d 458, 107 P.2d 80 
(1940); Mitchell v. A.J. Bayer Co., 126 Cal.App.2d 501, 272 P.2d 870 
(1954). All of these decisions purported to lay down the rule that an 
owner or occupier owed no duty to an invitee injured on his premises in 
an incompleted building in the process of construction or repair, par- 
ticularly insofar as that invitee was an employee of an independent con- 
tractor injured by the instrumentality which he was on the premises to 
repair, dismantle, or construct. All four of the cases affirmed judgments 
of nonsuit or judgments on the pleadings for the defendants. In the 
Nagle case, supra, the court refused recovery, as a matter of law, where 
plaintiff was injured by the instrumentality he was on defendant’s premises 
to repair. “The very nature of his employment was itself warning of the 
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dangers to be encountered.” 248 P.2d at 800. The Kolburn case also in- 
volved an employee injured by the instrumentality which he was on de- 
fendant’s premises to repair. The Mitchell and Irvine cases, supra, at- 
tempted to follow the same rule but were weakened by their facts. None 
of these cases had ever been cited by the California Supreme Court, with 
the exception of the Irvine case which was distinguished by Crane v. 
Smith, 23 Cal.2d 288, 144 P.2d 356, 363 (1943). However, a petition for 
hearing was denied by the highest state court in the Kolburn case, supra 
at 748. Further, the rule was clearly established by the highest state 
court that, in the ordinary invitor-invitee case, the invitor was liable for 
injuries caused by conditions on his premises of which he knew or rea- 
sonably could have known unless that condition was obvious to the in- 
vitee, and that these questions were ordinarily questions of fact for the 
jury unless there was no evidence presented upon which reasonable men 
could disagree. Blumberg v. M. & T. Incorporated, 34 Cal.2d 226, 209 
P.2d 1 €1949). And this rule has been applied to the situation of an em- 
ployee on a defendant’s premises for the purpose of repairing something 
thereon. See Austin v. Riverside Portland Cement Co., 44 Cal.2d 225, 282 
P.2d 69 (1955), though here the injury complained of was not caused by 
the instrumentality which the plaintiff was on the premises to repair. 

Relying upon the clearly expressed general rule of tort liability in in- 
vitor-invitee cases; the application of that rule by the state’s highest court 
to fact situations very close to, if not precisely the same as, those in the 
intermediate cases; and the failure of the state’s highest court even to cite 
these intermediate decisions, the instant court concluded that the com- 
bination of these data constituted sufficient persuasive evidence that the 
highest state court would not adopt the rule of the intermediate courts, so 
that the force of the data of the intermediate decisions was thereby over- 
come. 

This conclusion represents a new attitude and criterion in the federal 
courts for evaluating the weight to be accorded to the decisions of state 
intermediate courts. It enlarges the scope of a federal court’s inquiry to 
include consideration, in its sound discretion, of the tenor of a state’s law 
so that it may make a proper determination of what that law will be, and 
rejects the concept of a blind adherence to decisions of a state’s inter- 
mediate courts where it finds them conflicting with the general policy of 
state law, even though those decisions might represent the best available 
authority for determining the state law. It is suggested, however, that 
such an attitude does violence to the spirit of the West case and its related 
decisions by reposing in the federal courts a far wider discretion in this 
matter than has heretofore been understood to exist. 


Robert W. Coll 
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EvipENCE—FEDERAL RULES oF Civit ProcepURE—PRE-TRIAL Discovery— 
Lawyer Work Propuct—Vilastor-Kent Theatre Corp. v. Brandt, CCH 
Trabe Rec. Rep. ¢ 68372 (S.D.N.Y., June 6, 1956). 


At the pre-trial hearing in a Clayton Act suit for treble damages, 
plaintiff moved for an order under Fep.R.Civ.P. 34 directing defendant 
to produce a memorandum prepared by defendant’s legal department and 
submitted to the attorney for a potential co-party in anticipation of the 
instant litigation. Plaintiff contended that the disclosure of this memoran- 
dum waived the immunity afforded the lawyer’s work product. Held, 
motion denied; materials and ideas which have been prepared or col- 
lected with a view toward litigation may be disclosed by defendant’s 
counsel to the counsel of a potential co-party, and such a disclosure will 
not operate as a waiver of the work-product immunity. 


The work product of a lawyer consists of opinions, impressions, and 
observations recorded by an attorney on behalf of his client, and obtained 
through interviews with witnesses, while in actual preparation for trial 
or with an eye toward litigation. Hickman v. Taylor, 329 U. S. 495 
(1946). The reason for the rule is that an attorney should be assured the 
opportunity to work with a certain degree of privacy and to be free from 
intrusion by an adversary into his files. Thompson v. Hoitsma and Olson 
Co., 19 F.R.D. 112 (D.N.J. 1956). As an officer of the court, a lawyer is 
due such protection as will enable him effectively to perform his proper 
role in the administration of justice. Bifferato v. States Marine Corp., 11 
F.R.D. 44 (S.D.N.Y. 1951). In the absence of such a rule much of what 
is now put down in writing by a lawyer would remain unwritten; and a 
tendency toward sharp practices, inefficiency, and unfairness in the legal 
profession would result. Hickman v. Taylor, supra. 


The protection accorded the work product of a lawyer is considerable, 
but by no means absolute; and disclosure may be obtained by a showing 
of good cause. Scourtes v. Albrecht, 15 F.R.D. 55 (N.D. Ohio 1953); 
Alltmont v. United States, 177 F.2d 971 (3d Cir. 1949). Because the rule 
does not contemplate the automatic granting of a motion on a mere al- 
legation, there must be an adequate showing that good cause in fact 
exists before the court will exercise its judgment. Martin v. Capital 
Transit Co., 170 F.2d 811 (4th Cir. 1948). Good cause may be estab- 
lished by a showing that certain information is within the exclusive 
knowledge of an adversary, Foundry Equipment Co. v. Carl-Mayer 
Corp., 11 F.R.D. 302 (N.D. Ohio 1951); G. & P. Amusement Co. v. 
Regent Theatre Co., 9 F.R.D. 721 (N.D.Ohio 1949); that an inequality 
of investigative opportunity exists, Cannon v. Aetna Freight Lines, Inc., 
11 F.R.D. 93 (N.D.Ohio 1950); or that certain witnesses are hostile or un- 
available. Brookshire v. Pennsylvania R. Co., 14 F.R.D. 154 (D.C. Cir. 
1953). The information sought need not be competent as evidence. It 
is enough if it is the source of some related information which will be 
admissible at trial. Bank Line, Ltd. v. United States, 163 F.2d 133 (2d 
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Cir. 1947). Before the courts will find good cause to have been shown, 
the petitioner must effectively demonstrate that production of the ma- 
terial is necessary and that its denial will cause prejudice or hardship to 
him in the preparation of his case. Hickman v. Taylor, supra. 

The work product rule is closely associated with the attorney-client 
privilege in that the lawyer’s work product represents work done during 
the course of the attorney-client relationship. Lundberg v. Welles, 11 
F.R.D. 136 (S.D.N.J. 1951). As a result of this close association, the 
work product rule and the attorney-client privilege are often wrongly 
assumed to be founded on the same consideration. But the purpose of 
each is entirely different. See Hickman v. Taylor, supra. The attorney- 
client privilege affords the attorney and the client the fullest protection 
possible, encourages the client to speak freely, and thus enables the at- 
torney to obtain full disclosure from his client. Scourtes v. Albrecht, 
supra. The work product rule assures the attorney that his files will re- 
main free from intrusion by opposing counsel, except in unusual circum- 
stances where good cause is shown, so that the adversary system of liti- 
gation will be preserved. Hickman v. Taylor, supra; Scourtes v. Al- 
brecht, supra. Unlike the attorney-client relation, which is permanently 
protected unless waived by the client, Tobacco and Allied Stocks, Inc. v. 
Transamerica Corp., 16 F.R.D. 534 (D. Del. 1954), the work product of a 
lawyer loses its protection whenever good cause is shown, Walsh v. Rey- 
nolds Metals Co., 15 F.R.D. 376 (D. N,J. 1954). Waiver of the attorney- 
client privilege does not operate as a waiver of the lawyer’s work product 
since the two are entirely distinct. Connecticut Mut. Life Ins. Co. v. 
Shields, 16 F.R.D. 5 (S.D.N.Y. 1954). 

The work product of a lawyer has been extended to cover statements 
obtained by others, at the instance of the attorney, in connection with 
the preparation of his case for trial. Zenith Radio Corp. v. Radio Corp. 
of America, 121 F.Supp. 792 (D.Del. 1954), 23 Geo.Wasu.L.REv. 786 
(1955); Brauner v. United States, 10 F.R.D. 468 (E.D.Pa. 1950). This 
includes reports made by experts engaged by counsel in preparation for 
trial. Lundberg v. Welles, supra; Schuyler v. United Air Lines, Inc., 
10 F.R.D. 111 (M.D.Pa. 1950). Accident reports, unless taken in prepara- 
tion for trial, are not construed as a part of the lawyer’s work product 
as they are usually taken in the regular course of business. Viront v. 
Wheeling & Lake Erie Ry. Co., 10 F.R.D. 45 (N.D. Ohio 1950); Brown 
v. New York, N.H. @ H.R. Co., 17 F.R.D. 324 (S.D.N.Y. 1955). Even 
where evidence has been obtained by the client, the work product rule 
may be effective, if the evidence was obtained at the instance of the 
attorney while preparing for litigation. Lewis v. United Air Lines 
Transport Corp., 32 F.Supp. 21 (W.D.Pa. 1940). Where legal skill is 
required to draw up questionnaires, they too are protected as a part of 
the lawyer’s work product. United States v. Deere & Co., 9 F.R.D. 523 
(D.Minn. 1949). The recorded oral statements of a witness are usually 
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considered a part of the work product of a lawyer since the questions 
asked are based on ideas of the attorney. Molloy v. Trawler Flying 
Cloud, Inc., 10 F.R.D. 158 (D.Mass. 1950). However, a written state- 
ment made by a witness, or made by an attorney, and adopted by the 
witness is not considered to be the work product of the lawyer for the 
reason that such statements are the mental impressions of the witness 
and not those of the lawyer. Scourtes v. Albrecht, supra. The protec- 
tion afforded the work product of the lawyer continues until the con- 
fidential nature of such work product is destroyed by public use or 
until there is a showing of good cause for its disclosure. Thompson v. 
Hoitsma, 19 F.R.D. 112 (D.N.J. 1956). 

In the instant case, the court extended the work product rule, as laid 
down in Hickman v. Taylor, supra, to cover the interchange of confi- 
dential information between attorneys of potential co-parties, and re- 
jected plaintiff's contention that waiver of the attorney-client privilege by 
disclosure to a third person simultaneously removed the protection af- 
forded the lawyer’s work product. In its analysis the court pointed out 
that even though disclosure to a potential co-party may be a waiver of 
the attorney-client privilege this in no way affects the protection afforded 
the lawyer's work product as the two are not based on the same grounds. 
Finding that the disclosure was in contemplation of future litigation, the 
instant court ruled that such disclosure, even though made to a third 
person, met the requirements of the work-product rule, since there ex- 
isted a relationship of mutual interest in the preparation and litigation of 
the case. 

It is submitted that the principal decision is based on precedent and 
sound reasoning. The few cases that have dealt with the attorney- 
client privilege and interchange of information indicate that persons 
conducting a “joint defense” do not waive the attorney-client privilege 
by reason of the exchange. Schmitt v. Emery, 211 Minn. 547, 2 N.W.2d 
413 (1942). However, such “joint defense” may not embrace an inter- 
change by co-parties with separate counsel or, as here, mere potential 
co-parties. See 63 YALE L.J. 1030, 1032 (1954). Even assuming that there 
would be a waiver of the attorney-client privilege, the interchange need 
not affect the work-product rule, which is substantially less restrictive 
since the information may be obtained by a showing of good cause. 

There are many times when it is advantageous if not absolutely neces- 
sary for attorneys who have a community of interest in impending 
litigation to exchange information and ideas. Such an interchange of 
information enables the attorneys properly to appraise the joint acts of 
their clients. Should he be denied this protection, the attorney may 
be reluctant to transmit any of the material in his files for fear he will 
lose the protection of the work-product rule. 


Charles W. Thompson 
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BrittIn, INTERNATIONAL LAW FOR SEAGOING OFFICERS. Annapolis, Mary- 
land: United States Naval Institute, 1956. 256 pp. $4.50. 


For many years the United States Navy has carried on amongst its 
officers a highly effective program of instruction in the principles of in- 
ternational law. Through the inclusion of this subject in the curricula 
of the Naval Academy and of the Naval War College in Newport, Rhode 
Island,’ through correspondence courses, through the INTERNATIONAL 
Law Srruations anD DocumMENtTs—known to naval officers and to inter- 
national lawyers as the “Blue Books”—the Navy has produced a high de- 
gree of literacy about a subject which cannot fail to be of importance to 
naval officers. Although an officer of the Navy may no longer have to 
follow the example of Captain Wilkes, who consulted Kent, Wheaton 
and Vattel before taking the Confederate emissaries off the Trent,? he 
nevertheless still finds himself frequently confronted with problems which 
must be solved in terms of international law. In recent years the Navy 
has ceased to be the sole service with international preoccupations in time 
of peace as well as in time of war. As the result of arrangements for 
mutual defense to which the United States is a party, elements of the 
Army and the Air Force are stationed overseas, and those who administer 
these forces must have some understanding of the way in which law 
regulates the relationships of friendly states. Unfortunately neither of 
these services has established programs of instruction in international law 
in any way comparable to those of the Navy.® 

Nearly a half a century ago, Admiral Stockton prepared A MANUAL OF 
INTERNATIONAL LAW FOR THE UsE oF Nava OFFicers, as an elementary 
treatise on the subject for the instruction of junior officers. Since the 
second edition of this work in 1921 there has been no attempt to provide 
for this audience a manual which would take account of the tremendous 
changes which have been taking place in international law from year to 
year. This need has now been filled by Commander Brittin’s INTERNA- 
TIONAL Law For SEacornG Orricers. The author brings to his writing the 


1 See Admiral Robbins, The Study of International Law at the Naval War College, 
50 Am.J.Int’L L. 659 (1956), and same author, International Law Is No Dead Letter, 
82 UnitTep STATES NAVAL INSTITUTE PROCEEDINGS, 491 (1956). 

2 Harris, THE TRENT AFFAIR 112-114 (1896). 


8 The Army has, however, done much to educate its personnel about the law of war, 
particularly the Geneva Conventions of 1949. See Downey, Training in the Geneva 
Conventions of 1949, 46 Am.J.Int’x L. 143 (1952). 
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perspective of considerable line experience and of duty as Director of the 
International Law Division in the Office of the Judge Advocate General 
of the Navy. 

In the words of the preface, the work is a “simplified volume” designed 
for “the junior officer—be he Naval, Coast Guard, or Merchant Marine 
Officer.” It is written in a simple and straightforward style, uncluttered 
with the academic baggage of footnotes. While the process of reducing 
all of international law which is of interest to naval officers to some 140 
pages of text (plus extensive appendices) is admittedly a difficult one, this 
circumstance cannot excuse factual inaccuracies and dangerous over-sim- 
plifications. In the former category belong the author’s assertions that 
the Peace Treaty with Japan was signed in 1952,* that no rules exist on 
the internment of belligerent personnel in neutral countries,® and that the 
three-mile limit on the width of the territorial sea was established on the 
basis of the range of cannon.® 

The emphases of the book are in a number of instances quite bewilder- 
ing to the international lawyer. The holding of the United States Su- 
preme Court that international law is a part of the law of the United 
States, The Paquete Habana, 175 U.S. 677 (1900), and the constitutional 
provision about the force of treaties as the “supreme Law of the Land” 
are subordinated to lengthy extracts from speeches by Messrs. Stassen and 
Phleger, enjoining us to be on the side of the angels and of the law. 
The assertion that the law of the air is growing on a customary basis 
cannot be reconciled with the fact that the whole experience of recent 
years has been that freedom of aerial transit and transport can be secured 
only on a conventional basis. The statement that, “As for the principle of 
chivalry, which forbids treacherous acts, modern warfare leaves little 
room for its application” serves as a confusing introduction to the follow- 
ing sentences on page 98: 


Some of the prohibitions imposed on belligerents by the laws of 
war are so well-known and have become so ingrained in our concepts 
of warfare that they hardly need any mention. For example, it 
should not be necessary to consult a manual on the laws of warfare 
to know that the treacherous use of a flag of truce is prohibited. 
The same observation is true for the refusal to give quarter or for 
killing or wounding enemy personnel who have surrendered. 


4 At p. 95. 

5 At p. 100. See Geneva Convention Relative to the Treatment of Prisoners of War, 
signed at Geneva, Aug. 12, 1949, art. 4, § B(2), T.I.A.S. No. 3364, which gives the 
Convention, with certain exceptions, application to members of the armed forces in- 
terned in neutral territory. 

6 At pp. 50-51. See Kent, The Historical Origins of the Three-Mile Limit, 48 Am. 
J.Inr’L L. 537 (1954) ; Walker, Territorial Waters: The Cannon Shot Rule, 22 Brit. 
Y.B.Int’t L. 210 (1945). 
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The description of the process of negotiating agreements for military 
bases creates an erroneous impression that the State Department is but the 
servant of the Navy in these affairs. International arbitration is likened 
to arbitration in domestic law, when the actual point which should have 
been made is that the two are immensely different. It should be noted 
that the principal sources of quoted definitions are Webster’s Dictionary 
and Black’s Law Dictionary, despite the existence of far more reliable 
authority in the writings of international lawyers. 

Criticism of what is put into a short text and what is left out is all too 
easy to make. Nevertheless, one cannot help but speculate why consid- 
erable information on ambassadors and their titles should have been in- 
cluded at the expense of nothing at all about such subjects as the work of 
prize courts, state responsibility, or the status of consuls and military and 
naval attachés in time of war. 

On the credit side of the volume is its orderly arrangement and pleasing 
format. Effective use has been made of charts specially drawn for the 
book and of pictures which give dramatic impact to the statements in the 
text. A number of inserted statements by senior naval officers about sit- 
uations with which they have been required to deal in terms of inter- 
national law should drive home to the reader that he is not simply engaged 
in an academic exercise designed to acquaint him with a number of high 
moral principles. The appendices consist of the texts of various agree- 
ments for collective defense, several of the Geneva Conventions of 1949, 
and the United Nations Charter, and a table setting forth the breadth of 
the territorial seas and contiguous zones claimed by the nations of the 
world. The bibliography is poor, both in the sense of being inaccurate 
and of being poorly selected. A number of older writings are included, 
but no mention is made of BrrerLy, THE Law or Nations (5th ed. 1955), 
or of SmirH, THe Law anv Custom oF THE Sea (1948) (which, after 
all, was designed to serve a purpose somewhat similar to that of this vol- 
ume), or of Jessup, A Mopern Law oF Nations (1948). 

INTERNATIONAL Law For SEAGOING OFFIcers is a book which needed to 
be written, and it is good to have it with us. This makes it more of a 
pity that it was not done in a more shipshape and accurate fashion. 


R. R. Baxter* 


* Assistant Professor of Law, Harvard University. Formerly Major, USA; lecturer, 
Naval War College. 








